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1. 

Q. 
A. 

Q. 

4. 

ARIZONA WATER COMPANY 

Direct Testimony of 

Joel M. Reiker 
Introduction and Qualifications 

PLEASE STATE YOUR NAME, EMPLOYER, AND OCCUPATION. 

My name is Joel M. Reiker. I am employed by Arizona Water Company (the 

"Company") as Vice President - Rates and Revenues. In this role, my 

responsibilities include the direction, oversight, preparation and support of 

regulatory filings related to the Company's rates and charges for utility service. 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 

EXPERIENCE. 

In 1998, I graduated from the Arizona State University School of Management, 

receiving a Bachelor of Science degree in global business with a specialization in 

financial management. I have participated in a variety of educational programs 

and classes on public utility and regulatory issues, including the National 

Association of Regulatory Utility Commissioners ("NARUC") and the Institute of 

Public Utilities' Regulatory Studies program at Michigan State University, as well 

as courses in water distribution system operation and maintenance. From 1999 

to 2005, I was employed by the Arizona Corporation Commission ("Commission") 

as a Staff. Rate Analyst in the Utilities Division. During my employment with the 

Commission, my responsibilities included providing recommendations on behalf 

of Staff regarding rate of return, mergers and acquisitions, divestitures, 

financings, and affiliated interests issues, and I occasionally acted as an 

arbitrator for disputes brought before the Utilities Division. Subsequent to my 

employment with the Commission, I was employed by the American Water 

Works Service Company ("American Water") as Senior Regulatory Analyst. My 
I.\RATEcAsE\zO12 N O M  Gmup\Oimsct Teatimony\ReikerW73012.doc 
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responsibilities with American Water included the preparation and support of 

regulatory filings, including rate cases, on behalf of utility subsidiaries in thf 

states of Arizona, California, New Mexico and Hawaii. In 2007, I joined the 

Company as Manager of Rates and Regulatory Accounting. I am a member o 

the American Water Works Association ("AWWA) and the Society of Utility an( 

Regulatory Financial Analysts ("SURFA"). I am an Arizona Department o 

Environmental Quality ("ADEQ") certified water distribution system operator anc 

a SURFA Certified Rate of Return Analyst. Appendix A contains a listing of mi 

relevant regulatory experience. 

27 

28 

Q. 

9. 

1. 

2. 

4. 

2. 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE COMMISSION? 

Yes. I have testified before the Commission in cases involving rates, merger5 

and acquisitions, financings, complaints, and the Commission's afiliatec 

interests rules. I also testified in California before the California Public Utilities 

Commission on issues regarding rate of return, risk and revenue decoupling, anc 

I prepared and filed pre-filed testimony with the New Mexico Public Regulatior 

Commission addressing marginal cost-based special contracts. 

Puroose and Scope of Testimonv 

WHAT IS THE SCOPE OF YOUR TESTIMONY IN THIS PROCEEDING? 

I address several issues and specific adjustments in this general rate case 

application, including the development of rate base, working capital requirement, 

and net operating income for the Company's Northern Group for the historical 

twelve-month period ending December 31 , 201 1 ("Test Year"). I also sponsor 

the calculation of the associated increase in gross revenue requirement, as well 

as the Company's cost of service study and proposed rate design for each 

system in the Northern Group. 

DOES YOUR TESTIMONY IN THIS PROCEEDING INCORPORATE THE 

RECOMMENDATIONS OF OTHER COMPANY WITNESSES? 

WTECASEQ012 Nwthem GrnupDirect Teshmon~eIk~73012 doc 
WJRC 7131i2012 218PM 
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A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Yes. My testimony in this proceeding incorporates recommendations sponsored 

in the pre-filed direct testimonies of William M. Garfield, Joseph D. Harris, 

Fredrick K. Schneider and Pauline M. Ahern. 

PLEASE IDENTIFY THE EXHIBITS AND ASSOCIATED SCHEDULES YOU 

ARE SPONSORING. 

I sponsor the rate case exhibits and schedules marked A through H 

accompanying the Company's application in this proceeding. These schedules 

constitute all of the information required from Class A utilities pursuant to Arizona 

Administrative Code ("A.A.C.") R14-2-103.6. I also sponsor Exhibits JMR-1 and 

JMR-2 attached to this pre-filed testimony. 

WERE THESE EXHIBITS PREPARED BY YOU OR UNDER YOUR 

DIRECTION AND SUPERVISION? 

Yes, they were. 

DID THE COMPANY FILE THE ADDITIONAL INFORMATION REQUIRED FOR 

CLASS A, B AND C UTILITIES PURSUANT TO A.A.C. R14-2-103.8.5? 

Yes. These additional filing requirements are included as Appendices 1 through 

5 to the Company's application. 

WHICH OF THE COMPANY'S SYSTEMS ARE INCLUDED IN THIS GENERAL 

RATE CASE APPLICATION? 

As stated above, this application includes the Company's water systems located 

in its Northern Group. The Company's Northern Group includes the Navajo and 

Verde Valley systems. 

The Navajo system was formed as a result of Decision 71845 (August 24, 

2010), which consolidated the water systems formerly known as Lakeside and 

Overgaard. Oecision 71845 also authorized full rate consolidation of the 

Pinewood and Rimrock water systems into a single water system known as 

Verde Valley which, in turn, was partially consolidated with the Sedona system 

by way of a single, consolidated, basic service charge. Under this approach, the 

I:lRAT€CASNOi2 Ndham GmupWad TestmonyV(elkerVn3MZ.doc 
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Q. 

4. 

Ill. 

Q. 
4. 

accounting records of the Sedona, Pinewood and Rimrock systems were full) 

consolidated into the new Verde Valley system. 

WERE THE COMMODITY RATES FOR SEDONA, PINEWOOD AND RIMROCW 

FULLY CONSOLIDATED IN DECISION 71845? 

No. As stated above, Decision 71845 consolidated the fixed basic service 

charges and accounting records of Sedona, Pinewood and Rimrock, but only thc 

commodity rates, tariffs and billing records for the Pinewood and Rimrock 

systems were fully consolidated. The Sedona system retained separate 

commodity rates, which are to be fully consolidated into Verde Valley in a future 

rate proceeding. As more fully discussed by Mr. Harris in his pre-filed testimony 

in this proceeding the Company proposes to complete the consolidation of the 

Verde Valley system by designing a single fixed basic service charge anc 

commodity rate structure for the Verde Valley system, consistent with Decisior 

71845. 

The Concept of a Fair and Reasonable Rate 

WHAT IS A FAIR AND REASONABLE RATE? 

In the context of public utility regulation, a fair and reasonable rate, in the 

aggregate, is one that provides the utility an opportunity to recover no less, and 

no more, than its cost of providing service, including the cost of capital deployed 

in the provision of such service, to the public. The authoritative text on utility 

ratemaking by professors Bonbright, Danielsen and Kamerschen provides the 

following statement on cost of service as the standard of reasonableness: 

No writer whose views on public utility rates command respect 
purports to find a single yardstick by sole reference to which rates 
may be judged reasonable or socially desirable as distinguished 
from rates that are unreasonable or adverse to the public interest. 
A complex of tests of acceptability is required just as would be the 
case with the tests of a good automobile, a good income-tax law, or 
a good poem. Nevertheless, one standard of reasonable rates can 
fairly be said to outrank all others in the importance attached to it by 
experts and public opinion alike - the standard of costs of service, 
often qualified by the stipulation that the relevant cost is necessary, 

J:iRATECASE!ZOlP Nodhm Groupmired TdmnyVleikerV373012,doc 
MR:JRC' 7nffZ012 238 PM 
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As I discuss in Section VII, below, a specific rate charged to an individual 

customer may not be equal to the cost of providing service to that customer. 

Such an individual rate can still be considered fair and reasonable, provided thai 

some overriding benefit or goal is realized. However, if the overall rate level (i.e. 

the aggregate rate) does not, on average over the long-term, equal the cost 01 

service, it cannot be considered fair and reasonable. 

ARE UTILITIES THAT CHARGE LESS THAN A FAIR AND REASONABLE 

RATE STILL OBLIGATED TO PROVIDE SERVICE TO THE PUBLIC? 

Yes. Public utilities have an obligation to serve all customers in their service 

territory who desire such service, regardless of whether or not the rates charged 

fully recover the cost of service. However, it is also the duty of a regulated utility 

Q. 

A. 

Q. 

4. 

true (i.e., private and social) cost or cost reasonably or prudently 
incurred.’ 

to act in the long-term best interest of its customers by seeking appropriate ratc 

relief when its rates become inadequate. As mentioned above, such rate relie 

requires the regulator to determine the utility’s cost of service and set new rate: 

equal to that cost of service. This arrangement is known as the “regulatoq 

compact.” The regulatory compact states that in return for being granted thc 

exclusive right to provide utility service to the certificated area, the regulatec 

utility assumes an obligation to serve, with fair and reasonable compensation foi 

such service being equal to the costs incurred. 

IS A UTILITY ACTING IN THE LONG-TERM BEST INTEREST OF ITS 

CUSTOMERS IF IT SEEKS RATE RELIEF? 

Yes. A utility whose rates are less than its total cost of service still incurs thai 

cost of service. Put another way, if the parties benefiting from a particular 

service are not paying for that service, somebody else must pick up the tab. In 

Bonbright, James C., Albert L. Danielsen and David R. Kamerschen. Principles of Public Utilitv Rates. 
’ublic Utilities Reports, Inc. 1988. p. 109. 
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3. 

4. 

the case of a regulated public utility, it is the owners of that utility who pay those 

costs, or “pick up the tab.” This situation sometimes occurs in the short-term, as 

one might expect actual revenues to fluctuate around actual costs in any given 

year. However, over the long-term, those fluctuations should cancel each other 

out such that, on average, rates are equal to cost. If rates are consistently lower 

than cost, the owners of the utility are forced to subsidize the cost of service, 

which is not sustainable in the long-term. This situation, aside from encouraging 

inefficient and excessive water consumption in the near-term, has the 

undesirable effect of unnecessarily increasing costs in the future. 

HOW IS THAT? 

The utility’s owners provide the capital necessary to build, improve, repair and 

replace the infrastructure required to provide safe and reliable water service. It is 

important to distinguish this capital, which represents an investment on the part 

of owners, from the costs associated with running the utility which, as mentioned 

above, include costs associated with deploying said capital (Le. the rate of 

return). Each dollar of these costs that the owners of the utility are required to 

pay represents one less dollar that would otherwise be available to build, 

improve, repair and replace infrastructure. Over time, subsidizing the cost of 

service creates financial pressure to reduce or delay improvements, operate the 

utility in a weakened financial condition or, in some cases, divert shareholder 

capital to other enterprises. Because water utilities operate in a rising cost 

industryI2 when utility plant improvements are eventually made, they come at an 

even higher cost. Additionally, operating the utility in a weakened financial 

condition increases the future cost associated with the capital needed to make 

those improvements. 

See Chestnutt. “Conservation Rates in the Real World.” Journal AWWA. Feb. 1998. p. 64., 
:onsolidated Water Rates: Issues and Practices in Sinale-Tariff Pricing. U.S. Environmental Protection 
igency and the NARUC. Sept. 1999. p. 31., and chart of T&D Maintenance Cost per Customer - 1966 to 
!011 in Section VI. 
\RAlECASEt2012 Normem GroupV)td TsslcmonyuleIksr\o73012 doc 8 
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2. 

4. 

V. 

2. 

4. 

HOW IS THE FOREGOING DISCUSSION RELEVANT TO THE COMPANY’: 

REQUEST FOR RATE RELIEF IN THIS PROCEEDING? 

Given the regulatory compact, mentioned above, any question relating to the 

appropriate rate to be charged as a result of this proceeding can only be 

answered by asking: what is the Company’s cost of service? In this proceeding 

Company witness Mr. Harris addresses the Company’s earnings and financia 

condition, while Ms. Ahern addresses the cost of the capital deployed by the 

Company’s owners for the purpose of providing water utility service. Additionally 

Mr. Schneider addresses the need to replace a significant amount oi 

infrastructure in the Northern Group, and the associated capital that will be 

required. In this testimony, I present, and provide evidentiary support for, the 

revenue required to improve and maintain the Company’s financial condition, 

thereby allowing for the cost-effective replacement of infrastructure. Thal 

revenue requirement is no less, and no more, than the Company’s cost 01 

service. 

Summary of Revenue Reauirement 

PLEASE EXPLAIN SCHEDULE A-I. 

Schedule A-I to the Company’s application is titled “Computation of Increase in 

Gross Revenue Requirement.” The increase in gross revenues for each system 

in the Northern Group represents the change in gross revenues that the 

Company has determined is necessary to recover the cost of providing safe, 

reliable and adequate service to its customers. Page I of Schedule A-I includes 

a summary for the Northern Group. As shown on line 23 of page 1, the total 

required increase in gross revenues for the Northern Group based on the 

historical Test Year ending December 31, 201 1 is $2,829,777, or 27.95 percent, 

over current base rates. 

:.RATECASNOiZ Nodhem orOup!Dlred TesllmanylRdkerV)73012.~~ 
AR:JRC: 743112012 2:iQ PM 
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Q. 

4. 

9. 

4. 

DOES THE REQUIRED INCREASE IN GROSS REVENUES OF $2,829,777 

SHOWN ON SCHEDULE A-I, REFLECT THE ACTUAL NET INCREASE IN 

REVENUES? 

No, it does not. Customers located in the Sedona portion of the Verde Valle) 

system are currently paying step-one of the arsenic cost recovery mechanism 

(“ACRM”) surcharge. On June 22, 2012, the Company filed an application tc 

implement step-two of the ACRM surcharge in all portions of the Verde Valle) 

system. The Company’s proposed step-two ACRM surcharge for the Verds 

Valley system represents approximately $809,000 in annualized Test Yea1 

revenue. But that step-two ACRM surcharge will be reset to zero at the close oj 

this proceeding, as the associated arsenic remediation costs are reflected in the 

Company’s adjusted Test Year operating revenue. Therefore, the actual ne1 

revenue increase in the Northern Group will be $2,020,777 ($2,829,777 - 

$809,000 = $2,020,777), or 19.96 percent. This scenario is an excellent example 

of how surcharges designed to recover discrete cost increases, such as the 

ACRM, can lessen the impact of general rate increases and promote gradualism 

by providing for interim, or %tep,” increases. 

WHAT IS THE CONSOLIDATED REVENUE ADJUSTMENT SHOWN ON LINE 

21 OF SCHEDULE A-I? 

The consolidated revenue adjustment, shown on line 21 of Schedule A-I, 

represents the increase/(decrease) in the revenue requirement of each system 

resulting from the Company’s proposed rate design. In systems where the 

Company is proposing rate consolidation, the adjustment will be positive or 

negative. The total (net) consolidated revenue adjustment for the Northern Group 

is zero. As shown on Schedules A through HI the Company has provided 

revenue requirement data for each of the water systems included in this filing as 

they currently exist. 

10 
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V. 

Q. 

A. 

Q. 

A. 

Q. 

Rate Base and Rate Base Adjustments 

A. RateBase 

HOW DID YOU ARRIVE AT THE TEST YEAR ORIGINAL COST RATE BASE 

SHOWN ON SCHEDULE B-1, LINE 23? 

The original cost rate base was calculated by establishing the balance of utilit) 

plant in service at the end of the Test Year, per the Company's books, as showr 

in column A, lines 3-9 of Schedule B-2. Typical rate base deductiom 

(accumulated depreciation, advances for construction, etc.) and additions 

(working capital, etc.) were then calculated to arrive at the actual end-of-Tesl 

Year rate base shown in column A, line 30 of Schedule B-2. Finally, the 

Company made various pro forma adjustments (columns B through J oi 

Schedule 8-2) to the actual end-of-Test Year rate base to arrive at the adjusted 

end-of-Test Year rate base shown in column L of Schedule 6-2. As shown in 

column L, line 30 of Schedule 8-2, and summarized on Schedule B-I, the 

Northern Group's total adjusted end-of-Test Year rate base is $36,045,843. The 

Company's original cost rate base is used as its fair value rate base for the 

purposes of this proceeding. 

HOW DID YOU ESTIMATE THE WORKING CASH COMPONENT OF 

WORKING CAPITAL SHOWN ON SCHEDULE B-5, LINE 3? 

The working cash component of required working capital was estimated using 

the "lead/lag study" methodology. A lead/lag study examines the net lag days 

between: (I) the time lag between services rendered and the receipt of revenues 

for such services and (2) the time lag between recording costs and the payment 

of such costs. The leadllag study submitted by the Company in its 2007 Test 

Year total-Company rate case (Docket No. 08-0440) was used as a starting point 

to estimate the working cash requirement in this case. 

PLEASE RECONCILE THE REMAINING WORKING CAPITAL 

COMPONENTS LISTED ON LINES 5-9 OF SCHEDULE B-5 W THE 

U W l E C A S N 0 1 2  Northern GmuP\DirectTe~mo~slXsrU)73012.doc 
JMRJRC 713112012 219PM I 11 
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4. 

1. 

4. 

P. 

4. 

COMPANY’S COMPARATIVE BALANCE SHEET SHOWN ON 

SCHEDULE E-I .  

The amount of materials and supplies inventories, required bank balances, and 

prepayments included in the required working capital allowance shown on 

Schedule 6-5 represents a 13-month average, whereas the balance sheet shown 

on Schedule E-I represents a single point in time. A 13-month average balance 

of the aforementioned working capital components eliminates daily fluctuations 

and more accurately reflects ongoing balances. 

9. Rate Base Adiustments 

PLEASE EXPLAIN RATE BASE ADJUSTMENT RB-1- ADJUST RATE BASE 

TO INCLUDE POST-TEST YEAR PLANT. 

Rate base adjustment RB-I , detailed on pages 1-4 of the Appendix to Schedule 

B-2, increases the end-of-Test Year balance of utility plant and accumulated 

depreciation to reflect revenue-neutral utility plant additions placed into service 

after the end of the Test Year. Revenue-neutral utility plant includes only those 

items required for the provision of service to customers served during the Test 

Year. 

Rate base adjustment RB-1 increases the Northern Group’s net utility 

plant in service by $3,985,545, and increases the Phoenix office’s net plant in 

service by $230,548. This adjustment assumes that these items were placed in 

service as of December 31,201 1, and assumes for ratemaking purposes that the 

Company recorded a half-year af depreciation on these .additions, consistent with 

standard utility plant accounting practices. 

PLEASE EXPLAIN RATE BASE ADJUSTMENT RB-2 - ALLOCATE PHOENIX 

OFFICE AND METER SHOP RATE BASE. 

Rate base adjustment RB-2, detailed on page 5 of the Appendix to Schedule 8-2, 

is the adjustment necessary to allocate rate base items related to the Phoenix 

office and meter shop to each system, consistent with the Commission’s 

I.\RATECASE\2012 Northern GroupDlred TesUnmnyWeiksrW73012.doc 
MR‘JRC: 7/3112012 2:IgPM 
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VI. 

Q. 

A. 

Q. 

A. 

previously approved allocation methods. Phoenix office and meter shop net rat€ 

base is allocated using a three-factor formula. The three-factor formula is basec 

on the ratios of each system's number of customers, gross plant less intangible: 

and payroll, to total-company customers, gross plant less intangibles and payroll. 

Income Statement 

A. Test Year Revenues and Revenue-Based Adjustments 

DID YOU VERIFY AND PROVE THE TEST YEAR REVENUES? 

Yes. Schedule H-5 shows the Company's bill count. The bill count lists thc 

number of bills by thousand-gallon block and the cumulative consumption by rat€ 

block for each rate schedule. The bill count was prepared using the methodolog) 

described in Appendix C of the AWWAs Manual of Water Supply Practices M I  

and it is presented in a format consistent with A.A.C. R14-2-103 (Appendix), as 

well as prior rate case filings by the Company. 

As shown on page 2 of Schedule H-2, column E, line 8, the Northerr 

Group's total billed water revenues during the Test Year were $10,020,701, 

compared to total adjusted general ledger (''GL") water revenues of $1 0,O2Ol89e 

shown on page 2 of Schedule H-2, column K, line 8. The unreconciled differenw 

of $197 ($10,020,898 - $10,020,701) represents 0.00 percent of adjusted GL 

water revenues. Revenues for each of the Northern Group water systems are 

reconciled to within 20.01 percent of adjusted GL water revenues on the 

remaining pages of Schedule H-2.3 

PLEASE .EXPLAIN INCOME STATEMENT ADJUSTMENT IS-1 - REMOVE 

SALES TAXES FROM REVENUES AND EXPENSES. 

Income statement adjustment IS-I, detailed on page 1 of the Appendix to 

Schedule C-2, is a pro forma adjustment to remove revenue-based taxes from 

operating revenues and expenses. The purpose of the adjustment is to 

' A correlation of bill count revenue to actual billed revenue of three percent or less generally indicates 
that the bill tabulation is sufficiently accurate for rate-design purposes. See AWWA M I  Manual, p. 315. 

I WTEWISEU012 Nodhem GmupDtred TsshmonylReiW73012 doc 
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3. 

4. 

a. 

4. 

segregate revenues billed pursuant to the Company's tariffs, which exclude sales 

taxes and regulatory assessments, from total operating revenues, which include 

sales taxes and regulatory assessments. Because the Company's tariff rate foi 

coin machine service includes sales tax, sales taxes on coin machine revenues 

were not removed. Income statement adjustment IS-1 reduces revenues and 

expenses by $1,060,124 in the Northern Group, and has no effect on the 

Company's adjusted Test Year operating income. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-2 - ELIMINATE 

NET UNBILLED REVENUES. 

Income statement adjustment IS-2, detailed on page 2 of the Appendix to 

Schedule C-2, removes the effect of the year-end accounting requirement to 

accrue revenues earned but not yet billed. In January of each year, the prior 

year's unbilled revenue accounting adjustment recorded in December is 

reversed. In December of each year, the revenues earned but not yet billed to 

customers are quantified and recorded as a year-end accounting adjustment. 

The net effect of the January and December accounting adjustments are 

removed from the adjusted operating income by including this pro forma 

adjustment. This adjustment increases Test Year revenues by $1 5,870. 

PLEASE EXPLAlN INCOME STATEMENT ADJUSTMENT IS-3 - REMOVE 

MONITORING ASSISTANCE PROGRAM ("MAP") REVENUES AND 

EXPENSES. 

Income statement adjustment IS.-3, detailed on page 3 of the Appendix to 

Schedule C-2, removes the surcharge revenues and Test Year expenses 

associated with the ADEQ's MAP. The MAP initially provided the required 

testing for three categories of constituents: inorganic, synthetic organic, and 

volatile organic chemicals. In addition to these constituents, the program now 

includes testing for asbestos, radionuclides, nitrite and nitrate. 

1:WATECASEUOI 2 Northern GmupOired TsstmonyLRsikcAO73012.doc 
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P. 

4. 

2. 

4. 

For each system that is required to participate in the MAP, the Companq 

must pay an annual fee to the ADEQ based on a formula in that agency's 

regulations covering the normal testing requirements. Pursuant to the 

Company's MAP Surcharge Tariff, MA-262, a filing is made with the Director o 

the Utilities Division in October of each year to establish the surcharge to be 

effective beginning the following January. The MAP surcharge revenues oi 

$16,244 collected in 201 1 and the MAP expenses of $15,986, recorded in 201 1 

for the Northern Group, should be removed from the Test Year revenues anc 

expenses to determine new base rates in this proceeding. 

WHAT ARE THE ADVANTAGES OF RETAINING THIS METHOD OF DEALING 

WITH MAP COSTS? 

There are several benefits to retaining the procedure as currently designed, 

First, because the testing costs are outside the control of the Company and sel 

by another State agency independent of the Commission, it is beneficial to inform 

customers on their bills that participation in MAP testing is required by the ADEQ 

and not the Commission. Additionally, the MAP surcharge procedure provides a 

direct benefit to customers when MAP program cost reductions realized in the 

past are passed on to customers by way of a reduced MAP surcharge, or a water 

system's requirement to participate in the MAP is eliminated altogether as a 

result of customer growth. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-4 - REMOVE 

ARSENIC C,OST RECOVERY MECHANISM ("ACRM") REVENUES. 

Income statement adjustment IS-4, detailed on page 4 of the Appendix to 

Schedule C-2, removes the Test Year surcharge revenues collected pursuant to 

the Company's ACRM. During the Test Year, a step-one ACRM surcharge was 

in effect in the Sedona portion of the Verde Valley system. This adjustment 

reduces revenues by $52,771 , reflecting the recovery of capital costs (return and 

depreciation) related to arsenic treatment facilities. Because the costs 
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associated with these facilities are reflected in the Company's adjusted Test Yea1 

operating income, the Test Year revenues collected pursuant to the ACRN 

should be removed. 

IS THE COMPANY REQUESTING AUTHORITY TO FILE ADDITIONAL 

ACRMS IN THE FUTURE? 

Yes. As explained by Mr. Harris and Mr. Schneider, the Company must desigr 

and construct additional arsenic treatment facilities in the Navajo and Verde 

Valley systems. Without the authority to implement surcharges under the ACRM, 

the capital and operating costs related to these federally-mandated projects will 

go unrecovered for an extended period of time. As a result, the Company 

requests authority in this docket to file additional ACRM surcharges in the Navajo 

and Verde Valley systems, to be "trued-up" in a future rate proceeding. 

DID THE COMMISSION AUTHORIZE THE COMPANY TO FILE FOR 

ADDITIONAL ACRM SURCHARGES IN DECISION 71845? 

Yes. In Decision No. 71 845, the Commission recognized the ACRM's usefulness 

in providing the Company an opportunity to recover certain types of discrete cost 

increases associated with major plant investment, and authorized the Company 

to file for additional ACRM surcharges. In this proceeding, the Company 

requests authority to implement future ACRM surcharges in the Navajo and 

Verde Valley systems. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT I S 4  - ADJUST 

REVENUES TO REFLECT MISCELLANEOUS CREDITS AND COIN MACHINE 

SALES. 

Income statement adjustment IS-5, detailed on page 5 of the Appendix to 

Schedule C-2, is a "housekeeping" adjustment designed to adjust booked 

revenues to reflect the actual amount of water dispensed from the Company's 

coin operated machines. Income statement adjustment IS-5 reduces revenues 

by $38 in the Northern Group. 
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PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-6 - ANNUALIZE 

REVENUES AND EXPENSES TO REFLECT END OF TEST YEAR 

CUSTOMERS. 

Income statement adjustment IS-6, detailed on pages 6-9 of the Appendix to 

Schedule C-2, is the adjustment necessary to match revenues and expenses 

with an end of Test Year rate base. This is accomplished by adjusting revenues 

and expenses to reflect the number of customers served by the Company on the 

last day of the Test Year, December 31, 201 1. The adjustment to revenues 01 

$47,578 in the Northern Group is the difference between the revenues generated 

by the Test Year 2011 bill count, shown on Schedule H-5, and revenues 

generated by a bill count reflecting the number of customers actually served on 

December 31 , 201 1. 

The additional $10,366 in expenses for source of supply, pumping, and 

water treatment were calculated by multiplying (I) the difference between (i) the 

number of gallons sold per the Test Year bill count, and (ii) the number of gallons 

sold per a bill count reflecting the number of customers served on December 31, 

201 1, by (2) the average costs shown on lines 30-32 of Schedule E-7. 

The additional $1 0,331 in transmission and distribution, customer 

accounting, and administrative and general expenses was calculated by 

multiplying (1) the difference between (i) the number of customers reflected in the 

Test Year bill count and, (ii) a bill count reflecting the number of customers 

served on December 31 , 201 1 , by (2) the average costs shown on lines 35-37 of 

Schedule E-7. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-7 - NORMALIZE 

REVENUES AND EXPENSES TO REFLECT TYPICAL WEATHER AND 

USAGE. 

Income statement adjustment IS-7, detailed on pages 10 - 13 of the Appendix to 

Schedule C-2, is the adjustment to revenues and expenses necessary to reflect 
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residential ustomer sales under normal weather conditions and usage patterns. 

The Company normalized residential sales by conducting a multiple regression 

analysis of monthly residential usage per customer and weather conditions for 

the five years ending December 201 1, using the exponential trend modeL4 The 

results of the Company's analysis, which are shown in Exhibit JMR-I, show thal 

weather conditions in the Northern Group during 2011 were drier and warmer 

than normal, causing Test Year residential usage to be higher than under normal 

weather conditions. As shown in column G of Exhibit JMR-1, under normalized 

weather conditions, adjusted Test Year residential per customer usage is 1.88 

percent lower and 0.51 percent lower than recorded 2011 Year usage in the 

Navajo and Verde Valley systems, respectively. Additionally, the Company's 

analysis shows a statistically significant annual decline in residential usage of 

2.03 percent and 2.71 percent in the Navajo and Verde Valley systems, 

respectively. These annual declines, reported in column J of Exhibit JMR-1, are 

consistent with the findings of previous studies of declining usage conducted by 

the Company, as well as published research on the issue of declining usage. I 

discuss declining usage in more detail in Section VI1 of my testimony, below. 

HOW DID YOU USE THE RESULTS OF THE COMPANY'S MULTIPLE 

REGRESSION ANALYSIS TO ADJUST REVENUES AND EXPENSES TO 

REFLECT TYPICAL WEATHER AND USAGE? 

The Company adjusted residential revenues to reflect a 3.91 percent reduction 

and a 3.22 percent reduction in the number of gallons sold to residential 

customers in the Navajo and Verde Valley systems, respectively. These 

percentage reductions represent the normalization of sales associated with 

weather and declining usage, as shown in column D of Exhibit JMR-I. 

Corresponding adjustments to reflect these reductions were also made to source 

'The exponential trend model is a linear trend regression model with a base-IO logarithm applied to the 
lependent variable. 
I !PATEw\sR2012 Nathern GmuplDned T&mny\Relker\07312 doc 18 
MRJRC 7i3112012 P l Q P M  



1 

2 

I 3 

4 

5 

6 

7 

8 

9 

I O  

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

~ 

I 

23 

24 

25 

26 

27 

28 

P. 

4. 

3. 

4. 

of su nd water treatment exp nses. Income statemenl 

adjustment IS-7 reduces operating revenues and expenses in the Northern 

Group by $1 31,954 and $45,815, respectively. 

B. Expense-Based Adiustments 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-8 - ANNUALIZE 

PAYROLL & RELATED EXPENSE. 

Income statement adjustment 15-8, detailed on pages 14-17 of the Appendix to 

Schedule C-2, increases payroll and related expenses (Le. payroll taxes and 

Company-funded 401 (k)) to reflect known and measurable changes to the 

Company’s payroll expense. In addition, the Company’s pro forma payroll and 

related expenses include the effect of hiring three additional employees. Two of 

these new employees, a production and treatment operator and a serviceman, 

will be hired in the Verde Valley system for the purposes of operating arsenic 

treatment facilities and detecting, locating, and repairing distribution main and 

service line leaks, respectively. The Company will also hire an accounting clerk 

to be located in the Phoenix office. Income statement adjustment IS-8 increases 

payroll and related expenses in the Northern Group by $272,593. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-9 - ADJUST 

INSURANCE EXPENSE. 

Income statement adjustment IS-9, detailed on page 18 of the Appendix to 

Schedule C-2, adjusts medical, dental, long-term disability, and life insurance 

expenses to reflect increases in the associated premiums. Additio.nally, in an 

effort to continue to recruit and retain qualified personnel, the Company added 

vision care to its group insurance package in 2012, the cost of which is reflected 

in this adjustment. Income statement adjustment IS-9 increases operating 

expenses in the Northern Group by $54,771. 
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PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-IO - ADJUST 

ADMINISTRATIVE & GENERAL ("A"") EXPENSE TO INCLUDE 

CUSTOMER DEPOSIT INTEREST EXPENSE. 

Income statement adjustment IS-IO, detailed on page 19 of the Appendix to 

Schedule C-2, is the pro forma adjustment necessary to recover interest expense 

related to customer deposits, as required by A.A.C. R14-2-403.8.3. Because 

customer deposits are deducted from the rate base, the interest expense related 

to such deposits will go unrecovered absent an adjustment to include this 

component of the cost of service as an operating expense. This adjustmeni 

increases operating expenses by $4,127 in the Northern Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-11 - ADJUST & 

ANNUALIZE RENTS. 

Income statement adjustment IS-11, detailed on page 20 of the Appendix to 

Schedule C-2, is the pro forma adjustment necessary to reflect the ongoing cost 

associated with leased office space. Specifically, this adjustment annualizes and 

adjusts the lease costs associated with customer service offices in the Navajo 

and Verde Valley systems, as well as the Company's Phoenix office. Income 

statement adjustment IS-I 1 increases operating expenses by $1 9,269 in the 

Northern Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-12 - ADJUST 

PURCHASED POWER EXPENSE. 

Income statement adjustment IS-12, detailed, on page 21 of the Appendix to 

Schedule C-2, is the pro forma adjustment necessary to reflect increases in the 

rates paid for purchased power in the Northern Group. Income statement 

adjustment IS-I2 increases operating expenses in the Northern Group by 

$27,175. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS13 - ADJUST 

RATE CASE EXPENSE. 

J:WlECASS7012 NoMern GrnupEirsd T.stimanytReiksrW75012,doc 
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Income statement adjustment IS-13, detailed on page 22 of the Appendix to 

Schedule C-2, is the pro forma adjustment necessary to recover the cost 01 

preparing this rate case. The Company requests recovery of rate case expense 

currently estimated at $441,576, amortized over three years. This adjustmenl 

increases operating expenses by $1 08,732 in the Northern Group. 

HOW DID THE COMPANY ARRIVE AT ITS ESTIMATED RATE CASE 

EXPENSE OF $441,5761 

The Company's estimated rate case expense is based upon a rate case expense 

budget prepared by the Company in consultation with outside counsel and cos1 

of equity expert witness Ms. Pauline Ahern. Estimates of costs such as public 

notice, printing, and other such expenses were based upon costs actually 

incurred during prior Company rate proceedings. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS14 - ADJUST 

A&G EXPENSE TO REFLECT ADDITIONAL BEST MANAGEMENT 

PRACTICES ("BMPs"). 

Income statement adjustment IS-14, detailed on page 23 of the Appendix to 

Schedule C-2, is the adjustment necessary to recover the costs associated with 

implementing additional BMPs in the Navajo and Verde Valley systems, as 

ordered by the Commission in Decision 71845. The additional costs reflected in 

this adjustment are associated with events/programs, landscape information and 

consultations, residential usage audits, high-use inquiryhotification and water 

waste investigations. Income statement adjustment IS-I 4 increases operating 

expenses by $42,325 in the Northern Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS15 - ADJUST 

FLEET FUEL EXPENSE. 

Income statement adjustment IS-15, detailed on page 24 of the Appendix to 

Schedule C-2, is the adjustment necessary to reflect the current cost of gasoline 

used to fuel the Company's fleet of service vehicles. Income statement 

u'U?ATECASEK012 Nodham GmupUrad Te4LnonyReikeAO73012.da 
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adjustment IS-I 5 increases operating expenses by $5,068 in the Northern 

Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-I6 - ADJUSl 

ARSENIC TREATMENT EXPENSE. 

Income statement adjustment IS-'l6, detailed on page 25 of the Appendix tc 

Schedule C-2, is the adjustment necessary to reflect increases in the known and 

measurable costs of operating the Company's arsenic treatment plants located in 

the Northern Group. This adjustment reflects the current contractual rate for 

treatment media replacement and disposal for 11 arsenic treatment plants 

located in the Verde Valley system. Income statement adjustment 15-16 

increases operating expenses by $t 13,315 in the Northern Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-I7 - ADJUST 

VEHICLE/TRANSPORTATION EXPENSE TO REFLECT TWO ADDITIONAL 

SERVICE VEHICLES. 

Income statement adjustment IS-17, detailed on page 26 of the Appendix to 

Schedule C-2, is an adjustment to reflect the costs associated with two additional 

service vehicles to be leased in the Verde Valley system. These additional 

service vehicles will be assigned to the Company's new production and treatment 

operator and serviceman to be hired in the Verde Valley system, mentioned 

above with respect to income statement adjustment IS-8 (payroll & related 

expense). Income statement adjustment IS-17 increases operating expenses in 

the Northern Group by $30,851. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS18 - ADJUST 

POSTAGE EXPENSE. 

Income statement adjustment IS-18, detailed on page 27 of the Appendix to 

Schedule C-2, is the adjustment necessary to reflect the 2.133 percent increase 

in postage rates effective January 22, 2012. Income statement adjustment IS-18 

increases operating expenses in the Northern Group by $2,388. 
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PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-19 - 
NORMALIZE TRANSMISSION AND DISTRIBUTION ("T&D") MAINTENANCE 

- MAINS AND SERVICES. 

Income statement adjustment IS-19, detailed on page 28 of the Appendix to 

Schedule C-2, is the pro forma adjustment necessary to reflect a normalized 

level of maintenance expense associated with mains and services. Income 

statement adjustment IS-I 9 increases operating expenses in the Northern Group 

by $1 34,940. 

WHY DID THE COMPANY NORMALIZE THESE EXPENSES? 

The Company normalized maintenance expenses associated with mains and 

services because the Test Year levels of these expenses remained abnormally 

low as a result of temporary cost-cutting measures implemented in 2008. These 

cost-cutting measures, which are also discussed by Company witness Mr. Harris 

in Section I1 of his pre-filed testimony, included short-term reductions to certain 

operating expenses as well as the Company's capital budget. As a result, the 

Test Year level of maintenance expense associated with mains and services, on 

a total-Company basis, was $1,569,457, or $548,988 below the level incurred in 

2007 of $2,118,445. 

CAN THE COMPANY CONTINUE TO OPERATE AT THE REDUCED LEVELS 

OF MAINTENANCE EXPENSE THAT IT INCURRED DURING THE TEST 

YEAR? 

No. As shown in the. graph below illustrating the increase in per customer T&D 

maintenance costs incurred by the Company from 1966 to 201 1, infrastructure- 

related maintenance costs increase over time: 
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3. 

The trend line (solid line) in the above graph illustrates a steady and 

consistent increase in the cost to maintain the Company's distributior 

infrastructure and is consistent with and corroborates other evidence that watei 

utilities operate in a rising-cost indu~try.~ As a result, the Company cannol 

continue to expend the reduced levels of maintenance expense experienced 

during the Test Year without unnecessarily placing at risk its ability to continue to 

provide safe and reliable water service, ultimately resulting in a higher cost 01 

service. Additionally, a component of a utility's cost of service should not be sel 

artificially lower than what can reasonably be deemed prudent and necessary to 

provide safe and reliable service on the. basis. of historical test year rate setting. 

Such a practice places the utility's credit at risk and conflicts with the concept of a 

fair and reasonable rate. 

HOW DID THE COMPANY NORMALIZE THESE MAINTENANCE EXPENSES? 

See Footnote No. 2. 
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Becaus th Test Ye r level of maintenance exp e associated with mains anc 

services was abnormally low (and nonrecurring) and not representative of thc 

level of costs that must be prudently incurred during normal business conditions 

which include a more proactive approach to reducing water loss, the Compani 

performed the statistical methodology of least-squares trend fitting, which relies 

on the use of historical costs, to arrive at a normalized level of expense. This 

approach is consistent with Staff’s recommendations in prior rate proceedings 

with respect to categories of expenses that are found to be extraordinary anc 

nonrecurring. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-20 - ADJUS’I 

DEPRECIATION EXPENSE. 

Income statement adjustment 15-20, detailed on pages 29-32 of the Appendix tc 

Schedule C-2, adjusts depreciation and amortization expense to reflect the 

Company’s adjusted end-of-Test Year plant balances and current depreciatior 

rates. The effect of this adjustment is to annualize depreciation expense related 

to utility plant placed in service during the Test Year, as well as post-Test Yea1 

utility plant. This adjustment to annualize depreciation and amortization expense 

increases operating expenses by $1 50,254 in the Northern Group. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-21 - 
SYNCHRONIZE INTEREST EXPENSE WITH RATE BASE. 

Income statement adjustment IS-21, detailed on page 33 of the Appendix to 

Schedule C-2, is the adjustment necessary to synchronize interest expense with 

the Test Year adjusted rate base. Although this adjustment is “below-the-line,” il 

is required in order to properly calculate the adjustment to federal and state 

income taxes (income statement adjustment IS-24), as well as to illustrate the 

effect of all other pro forma adjustments and the required increase in gross 

revenues on net income. Income statement adjustment IS-21 increases interest 

expense by $138,616 in the Northern Group. 
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PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-22 - REMOVE 

OTHER INCOME AND DEDUCTIONS. 

Income statement adjustment IS-22, detailed on page 34 of the Appendix to 

Schedule C-2, is another below-the-line adjustment required to properly illustrate 

the effect of all other pro forma adjustments and the required increase in gross 

revenues on net income. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-23 - ADJUST 

PROPERTY TAXES. 

Income statement adjustment IS-23, detailed on page 35 of the Appendix to 

Schedule C-2, adjusts property taxes to reflect the effect of known and 

measurable changes in revenues, as reflected in the Company's rate application. 

The pro forma adjustment utilizes the current methodology used by the Arizona 

Department of Revenue to determine an amount that is referred to as "full cash 

value" for each of the Company's water systems. Income statement adjustment 

IS-23 increases Test Year property taxes in the Northern Group by $21 , 141. 

PLEASE EXPLAIN INCOME STATEMENT ADJUSTMENT IS-24 - ADJUST 

INCOME TAXES. 

Income statement adjustment IS-24, detailed on page 36 of the Appendix to 

Schedule C-2, adjusts Federal and state income taxes to reflect the tax effect of 

all other pro forma adjustments. Income statement adjustment IS-24 decreases 

Test Year income tax expense in the Northern Group by $585,563. 

Cost of Service Study ("COSS") and Rate Design 

WHAT IS A COSS? 

A COSS is a study which allocates a utility's investment and expenses to 

different classes of customers and provides a basis for allocating future revenues 

to customer classes via rate design. Under cost of service ratemaking, each 

customer class should pay rates that are commensurate with the cost of 

providing service to that class. In reality, rates that are not uniformly consistent 
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with cost of service principles can still be found to be fair and equitable and, thus, 

in the public interest6 Such rate structures may include the intended 

subsidization of one particular class of customers by another class of customers 

for the overall benefit of all customers, subsidization within a customer class via a 

lifeline rate, or the subsidization of smaller volume users by larger volume users 

via a conservation-oriented rate design. 

WHY DID YOU PREPARE A COSS IN THIS PROCEEDING? 

The COSS, set forth in Schedules G-I through G-7 of the Company's application, 

provides a starting point for determining how proposed revenues should be 

allocated to the residential, commercial, industrial and private fire service 

customer classes. Additionally, the COSS shows how revenues should be 

allocated between fixed basic service charges and volumetric/commodity rates. 

The COSS is also useful in developing a residential rate structure that provides 

incentives for conservation in the form of increasing cost discounts for reduced 

usage. 

HOW DID YOU PREPARE THE COMPANY'S COSS? 

I prepared the COSS using the "commodity demand" method, whereby costs 

(both capital-related and operating) are separated into four functions; commodity, 

demand, customer and direct private fire. Commodity costs are costs that tend 

to vary with the quantity of water produced. Demand costs are associated with 

providing facilities to meet peak demands placed on the system by customers. 

Customer costs comprise those costs associated with serving customers 

regardless of the amount of water they use. Direct private fire costs are those 

costs that are directly associated with private fire service. These cost functions 

are then distributed to the different customer classes to derive an estimate of the 

cost of providing service to each class. In separating the various costs into 

' Assuming those rates, in the aggregate, produce revenues that are equal to the cost of providing 
service. 
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functions (Schedule G-7), I relied on the allocation factors utilized by the 

Company and accepted by Staff and RUCO in Docket No. 08-0440.7 Thc 

Company's COSS at present and proposed rates are summarized in Schedule: 

G-I and G-2, respectively. 

HOW DID YOU DEVELOP THE COMPANY'S PROPOSED RATE DESIGN? 

The COSS provides a basis for designing separate rate schedules for the 

residential, commercial and industrial customer classes. Once a target revenue 

requirement was determined for each customer class using the "commoditb 

demand" method, and certain policy issues (discussed below) were taken intc 

consideration, rates were developed to generate the revenue requirement. The 

Company's rate design for each water system is shown in Schedule H-3 and E 

typical bill analysis is shown in Schedule H-4. 

WHAT POLICY ISSUES WERE CONSIDERED WHEN DEVELOPING THE 

COMPANY'S PROPOSED RATES? 

The Company took four policy issues into consideration when developing its 

proposed rate design in this proceeding. They are gradualism, affordability, 

conservation and cost recovery. 

PLEASE DISCUSS GRADUALISM. 

The first policy issue considered when developing the Company's proposed rate 

design was gradualism. As shown on page 1, column B, lines 25 and 27 01 

Schedule G-I (Rate of Return by Customer Class), the adjusted Test Year rate 

of return provided by the residential customer class is 3.48 percent, .compared to 

the Company's required rate of return of 9.11 percent. This difference shows 

that the present rate revenues provided by the residential class are, on average, 

significantly lower than cost. However, as shown by the rate of return provided 

by the residential class under proposed rates of 7.12 percent, shown on page 1, 

Certain allocation factors reflect those recommended by Staff and accepted by the Company in Docket 
NO. 08-0440. 
J~lRATECASEuO12 M h w n  GmupDlred Testimony\ReiksdO73012.doc 
URJRC 7/31/2012 2:lSPM 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

column B, line 24 of Schedule G-2 (Cost of Service Summary - Proposed 

Rates), the Company chose not to increase residential rate revenues to full cost 

of service in this proceeding. Instead, the Company proposes to bring rates 

closer to the cost of service in several gradual steps rather than in one large 

step. This principle of gradualism is a continuation of the Company’s 

methodology in its last total-Company rate proceeding, which the Commission 

found to be just and reasonable in Decision 71845.* 

DOES THE COMPANY’S APPROACH PROMOTE AFFORDABILITY? 

Yes, The Company’s approach serves to promote affordability by providing a 

life-sustaining commodity to residential customers at discounted prices. These 

discounts, shown on line 50 of Schedule H-4, range from 11.32 percent to 13.51 

percent at the average level of usage. 

DOES THE COMPANY’S PROPOSED RATE DESIGN INCLUDE ANY 

ADDITIONAL DISCOUNTS FOR RESIDENTIAL CUSTOMERS? 

Yes. The Company’s proposed rate design also incorporates a lifeline rate which 

provides a minimal amount of water at cost discounts ranging from 11.79 percent 

to 13.52 percent to all residential 5/8-inch customers independent of income level 

or ability to pay, thus helping to keep water bills affordable for basic needs. 

These discounts are shown on line 47 of Schedule H-4. 

DOES THE COMPANY’S PROPOSED RATE DESIGN ENCOURAGE 

CONS E RVATION? 

Yes.. In addition tQ providing fair and equitable discounts to. residential 

customers, the Company’s proposed residential rate design encourages 

conservation by incorporating a third commodity rate tier for 5/8-inch meters that 

is set higher than cost. This third rate tier sends a price-signal to customers with 

See Decision No. 71845, p. 84 at 21. 
J \RATECASNOlZ Northem GmupUWsd TsshnmnyvluM0730i2 dac 
IMRJRC‘ 7/31/2012 2 19 PM 
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2. 

4. 

3. 

1. 

Given these circumstances, the regulatory precept of a fair and reasonable rate 

requires appropriate adjustments andlor accommodations be made to recognize 

and account for this continued decline in sales. 

HOW DOES THE COMPANY PROPOSE TO ADDRESS THE ISSUE OF COST 

RECOVERY IN AN ENVIRONMENT OF DECLINING CUSTOMER USAGE IN 

THIS PROCE ED1 NG? 

As discussed in Section VI, above, with respect to income statement adjustment 

IS-7, the Company adjusted the Test Year sales volumes to reflect the known 

and measurable declines in residential usage per customer shown in Exhibit 

JMR-1. Additionally, the Company incorporated these reductions into the billing 

determinants used to design its proposed rates. Finally, the Company designed 

a fixed basic service charge consistent with that suggested by the COSS, so as 

to avoid shifting excessive levels of fixed costs into the volumetric commodity 

rate. Each of these methods is discussed in more detail below. 

HAVE YOU PERFORMED ANY STATISTICAL STUDIES WHICH SUPPORT 

THE COMPANY'S FINDING THAT CUSTOMER USAGE IS DECLINING? 

Yes. In the Company's 2007 Test Year total-Company general rate case (Docket 

No. 08-0440), I conducted a statistical study of the effect of an inverted tier rate 

design on residential consumption in the Company's Western Group,' and two 

statistical studies of customer usage over time in each of the Company's systems 

that had inverted tier rates in effect at that time." Each of those studies showed 

4 marked decline in residential usage. Additionally, in the Company's 2010 Test 

Year rate proceedings for its Western and Eastern Groups (Docket Nos. 10-051 7 

and 1 1-0310, respectively), I conducted multiple regression analyses which 

showed that residential and combined residential and commercial per customer 

' See Docket No. 08-0440, Reiker direct testimony, Exhibit JMR-4. 

rate design and cost of service rebuttal testimony, Exhibit JMR-RBEXB. 
I !fWTECASEUOlZ Northern GmupDIred TdmanyRdkeM73a12 doc 

See Docket No. 08-0440, Reiker rebuttal testimony, Exhibits JMR-RB4 through JMR-RB7, and Reiker 
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usage is declining in all but one system that had increasing blockltiered rates i 

effect at the beginning of 2010.” 

HAVE YOU PERFORMED ANY ADDITIONAL STUDIES OF CUSTOMEI 

USAGE FOR PURPOSES OF THIS PROCEEDING? 

Yes. As mentioned above, the Company’s weather and usage normalizatiol 

model presented in Section VI, above, and summarized in Exhibit JMR-1, show 

an annual decline in residential usage per customer in the Navajo and Verdc 

Valley systems of 2.03 percent and 2.71 percent, respectively, over the five-yea 

period ending with the Test Year. The results of this recent study arc 

summarized in the table below: 

Annual Growth/(Decline) in Usacre Per Residential Customer 
Percentage 
Increase / Statistically 
(Decline) t-Statistic Significant? 

Navajo (2.03%) (2.41) Yes 
Verde Valley (2.71 %) (3.80) Yes 

As shown in Exhibit JMR-1 and the table above, the results of this nevl 

study are statistically significant and consistent with the Company’s past findings 

as well as the findings of experts who have conducted published research on thc 

subject of declining usage. 

WHAT IS THE PUBLISHED RESEARCH YOU REFER TO? 

Most notably, I am referring to a 2010 research project sponsored by the Watei 

Research Foundation and the U.S. Environmental Protection Agency (“WRF- 

EPA Study”) for the purpose of studying declining trends in household water 

usage, drawing conclusions on the magnitude and causes of declining usage, 

See Docket No. 10-0517, Exhibit JMRd and Docket No. 11-0310, Exhibit JMR-1. I 

32 IR*TECAsNo12 Namwn GmuplChred Teehmnyule1kerVJ730r2 doc 
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a. 
9. 

1. 

and providing a tool for projecting such usage.12 Another study of custome 

usage found a decrease in residential usage between 2001 and 2010 across 

several states, with the reporting authors agreeing with the conclusions of thc 

WRF-EPA Study.13 

WHAT WERE THE FINDINGS OF THE WRF-EPA STUDY? 

The WRF-EPA Study found a decline in annual residential usage at the nationa 

level of 0.44% per year since 1975. The decline was also pervasive at the 

regional level. Additionally, and more importantly for purposes of this 

proceeding, the WRF-EPA Study concluded that residential water usage wil 

continue to decline, citing new federal regulations governing water conservinc 

appliances: 

Another factor that will continue to lower residential water usage is 
the recently approved higher water efficiency standards for washing 
machines and dishwashers. Under the new legislation, new home 
dishwashers manufactured beginning in 201 0 will be prohibited 
from using more than 4.5 or 6.5 gallons of water per cycle, 
depending on machine size. Beginning in 2011 all new home 
clothes washers will use at least [sic] 9.5 gallons per cycle per 
cubic foot that the clothes washer uses.14 

Based on the results of the WRF-EPA Study showing that clothes washers 

represent approximately 21 percent of household indoor water consumption," 

and an analysis of the new Federal guidelines estimating a decrease in the 

average number of gallons per load of 35 percent,I6 one can expect a 7.35 

percent decline in indoor water usage in many households. 

BASED ON THE COMPANY'S OWN ANALYSIS, EVIDENCE AND FINDINGS 

CONCERNING DECLINING USAGE AND THAT OF PUBLISHED EXPERTS, 

"North America Residential Water Usage Trends Since 1992." Water Research Foundation. 0 2010. 

"Declining Residential Water Use Presents Challenges, Opportunities." Opflow. May 201 1. 
WRF-EPA. pp. xxvii - xxviii, 65 - 77. 
WRF-EPA. p. 47. 
"Declining Residential Water Use." Opflow. p. 19. 

'p. xxi, xxvii. 
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SHOULD THE COMMISSION CONCLUDE THAT A KNOWN AND 

MEASURABLE DECLINE IN RESIDENTIAL USAGE WILL EXIST DURING 

THE TIME PERIOD NEW RATES ARE IN EFFECT? 

Yes. The evidence shows that a known and measurable decline in residentia 

per customer usage not only exists, but that it will persist throughout the perioc 

new rates are in effect. Accordingly, this change should be recognized anc 

accounted for in the ratemaking process. Absent an adjustment or othe 

appropriate mechanism designed to address declining usage, the level of cost: 

that go unrecovered will increase linearly from the first 1,000 gallons curtailed 

and the Company will be unable to recover rising infrastructure-related and othei 

costs from a shrinking sales base. 

CAN YOU PROVIDE AN EXAMPLE OF HOW A DECLINE IN SALES CAUSES 

A REDUCTION IN REVENUES THAT IS FAR GREATER THAN ANY 

ASSOCIATED SAVINGS IN COSTS? 

Yes. Exhibit JMR-2 as well as the graph below demonstrates how, as customers 

curtail their usage, the level of unrecovered costs increases dramatically: 

REDUCTION IN REVENUES VS. COSTS WITH IMVERTEO TIER RATES- 
VERDE VALLEY 

so ---.____-I-- ___ _________ - - 

4. 

2. 

4. 

5600,caO 

5700.000 

.5lOO,WC 

$224,561 

-$2OO,oOc I 

-s300Xwa 

-5400,000 

-$5oa,Ooa 

-$6Da.oba 

- 5 7 a o w  

%REWcTION IN USACE 

--- Reducbn in Costs -Reduction tn Revenues ‘Shaded Portion Ftepresenk wrx.overedCo4tof Prowding service 

34 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

. 22 

23 

24 

~ 25 

26 

27 

I 28 

I 

~ 

I 

Q. 

A. 

Q. 

Exhibit JMR-2 and the graph shown above are based on the residential 

cost of service in the Verde Valley system, The exhibit and graph reflect an 

inverted tier rate design with a fixed basic service charge set at the level 

suggested by the COSS, and three commodity rate tiers with break-over points 

set at 3,000 and 10,000 gallons, whose rates increase by 25 percent from one 

tier to the next. The dashed line in the above graph represents the reduction in 

adjusted Test Year costs, while the solid line represents the reduction in 

revenues at increasing percentage reductions in usage. The shaded portion in 

the above graph represents the amount of the Verde Valley system’s residential 

cost of service that goes unrecovered as a result of declining per customer sales. 

Based on the COSS and the rate design reflected in Exhibit JMR-2 and the graph 

shown above, a modest seven percent reduction in customer usage reduces 

revenues and costs by $284,995 and $224,561, respectively. The difference, 

$60,434, represents unrecovered costs incurred by the Company, and ultimately 

funded by shareholders, to provide service to residential customers in the Verde 

Valley system. That significant shortfall in cost recovery increases linearly from 

the first 1,000 gallons curtailed by customers. 

HOW DID THE COMPANY ACCOUNT FOR THE KNOWN AND MEASURABLE 

DECLINES IN CUSTOMER USAGE DISCUSSED ABOVE? 

As mentioned above, the Company adjusted Test Year revenues, through 

income statement adjustment IS-7, to reflect the known and measurable decline 

in residential usage per customer shown in Exhibit .JMR-I. These known .and 

measurable reductions are also reflected in the billing determinants used to 

design proposed rates, shown on Schedule H-5 beginning at page 3, line 43. 

PLEASE DISCUSS THE COMPANY’S SECOND METHOD OF ADDRESSING 

COST RECOVERY IN AN ENVIRONMENT OF DECLINING USAGE - 
DESIGNING A FIXED BASIC SERVICE CHARGE CONSISTENT WITH THAT 

SUGGESTED BY THE COSS. 
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4. 

a. 

4. 

a. 

As shown on page 1, column A, lines 48 and 49 of Schedule G-I, the COSS 

shows that no less than 51 percent of the revenues in the Northern Group should 

be recovered through the fixed basic service charge. The Company’s proposed 

rate design in this proceeding is consistent with the COSS in that 51 percent of 

the overall revenue requirement in the Northern Group is allocated to the fixed 

basic service charge. 

HOW DOES THE COMPANY’S PROPOSED FIXED BASIC SERVICE 

CHARGE DIFFER FROM THOSE TRADITIONALLY RECOMMENDED BY 

STAFF? 

In my experience, Staff typically allocates as little as 40 percent, and occasionally 

less, of the overall revenue requirement to the fixed basic service charge. Under 

such a rate design, the downward sloping solid line (reduction in revenues) in the 

above graph would be much steeper (Le. revenues would decline more rapidly), 

and the shaded portion representing the level of unrecovered costs would grow 

much larger than depicted above as customers curtail usage. In other words, a 

significantly larger portion of the Company’s fixed costs would be at risk and go 

unrecovered as customer usage continues to decline. 

HAS THE COMMISSION RECENTLY ADDRESSED THE ISSUE OF FIXED 

COST RECOVERY FOR WATER UTILITIES? 

Yes. An approach similar to the Company’s proposal was proposed by Global 

Water Utilities for Santa Cruz Water Company in Docket No. 09-0080 (et al.), and 

ultimately adopted by the Commission in Decision No. 71878 (September .14, 

2010). In that case the Commission adopted, without the benefit of a COSS, a 

fixed basic servicehonthly minimum charge designed to recover 50 percent of 

the utility’s revenue requirement in conjunction with the transition from a flat 

commodity rate to a conservation-oriented inverted tier rate structure. 

HAS THE COMPANY EXPLORED ANY OTHER METHODS OF ADDRESSING 

DECLINING CUSTOMER USAGE? 
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P. 

4. 

Yes. The Company has explored additional methods meant to address the effec 

of declining customer usage on its ability to recover its cost of service. These 

methods include mechanisms such as revenue stabilization funds and watei 

revenue adjustment mechanisms designed to fully address the revenue effect: 

resulting from reductions in usage. In Decision No. 71845, the Commissior 

stated that it intended to examine in a subsequent proceeding the disincentive: 

to the promotion of water conservation and methods to mitigate these 

 disincentive^.'^ 
WHAT ARE SOME OTHER ASPECTS OF THE COMPANY'S PROPOSEU 

RATE DESIGN IN THIS PROCEEDING? 

The Company's proposed rate design incorporates the same basic principles thal 

the Company proposed, and the Commission adopted, in Decision 71845. The 

fixed basic service charge for the residential, commercial, and industrial 

customer classes is based on the volumetric capacity of each meter size relative 

to a 5/8-inch meter. The residential 5/8-inch commodity rate is a three-tiered 

increasing block structure with break-over points set at 3,000 and 10,000 gallons 

and commodity rates that increase by 25 percent from one rate tier to the next, 

For residential meters larger than 5/8-inch, a two-tiered structure was used with 

the break-over point set at 10,000 gallons for a I-inch meter and scaled higher 

based on meter size for larger meters. The commercial rate design incorporates 

two tiers with the break-over point set at 10,000 gallons for a 5/8-inch meter and 

scaled higher based on meter size for larger meters.. Consistent with the rate 

design approved for industrial customers and customers purchasing water for 

resale in Decision No. 71845, the Company proposes a single-tier commodity 

rate in this proceeding. 

See Decision No. 71845, p. 94 at 19-21 
\FATEuIsEu012 Northem Group\Oireu T e 3 a r n m ~ a k e r \ o ~ l 2  doc 
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4. 

1. 

4. 

2. 

4. 

WHAT IS THE COMPANY PROPOSING WITH RESPECT TO CUSTOMERS 

PURCHASING WATER FOR CONSTRUCTION? 

The Company proposes to charge the same inverted-tier rates for constructior 

water as those proposed for commercial customers with the corresponding metei 

size. 

IS THE COMPANY PROPOSING ANY CHANGES TO ITS SERVICE 

CHARGES? 

Yes. The Company is proposing a number of changes to its service charges, as 

well as its service line and meter installation charges, for the Northern Group tc 

bring them in line with those recently approved for the Company’s Western 

Group in Decision 73144. Those charges are shown on page 17 of Schedule H- 

3. 

IS THE COMPANY PROPOSING TO CHANGE THE FORMAT OF ITS 

GENERAL SERVICE TARIFF? 

No. The Company is not proposing changes to the format of its general service 

tariff in this proceeding. 

DOES THIS CONCLUDE YOUR DJRECT TESTIMONY? 

Yes. 
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ARIZONA WATER COMPANY 

Direct Testimony of 

Joseph D. Harris 

Introduction and Qualifications 

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Joseph D. Harris, I am employed by Arizona Water Company (the 

"Company") as Vice President and Treasurer. 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 

EXPERIENCE. 

I have been Vice President and Treasurer of the Company since March 2007. I 

received a Bachelor of Science degree in Accounting from Northern Illinois 

University in 1981 and I am a Certified Public Accountant in the State of Illinois. 

From approximately 1982 until 1999, I worked for Northern Illinois Water 

Company, first as Staff Accountant (from 1986 to 1999) and then as Chief 

Accountantl where I managed the accounting department and oversaw the 

company's financial reporting, tax compliance, strategic planning and filings with 

the Illinois Commerce Commission. From November 1999 until July 2002, 1 

served as Comptroller of Illinois American Water Company, managing the 

company's accounting and information system departments. From July 2002 

until March 2007, 1 worked for American Water Service Company as Senior 

Financial Analyst and as Manager for Performance, Planning and Reporting, 

where I directed and coordinated preparation of the annual business plan and 

quarterly forecasts, and provided financial expertise on all financial issues. I am 

also a member of the American Institute of Certified Public Accountants. 
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4. 

1. 

a. 
1. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to provide a summary of the Company's financial 

performance, including that of its Northern Group which is the subject of this rate 

proceeding. I also support the Company's proposed continuation of the Arsenic 

Cost Recovery Mechanism ("ACRM"), implementation of a Distribution System 

Improvement Charge ('*DSlC), the deferral, for accounting purposes, of tank 

maintenance costs, and the approval of an Off-Site Facilities Fee tariff. 

Summarv of Financial Performance 

PLEASE SUMMARIZE THE COMPANY'S FINANCIAL PERFORMANCE. 

The Company's financial performance remains poor. As shown on Schedule A-2 

of the Company's application, for the twelve months ending December 31, 201 1, 

("Test Year"), the Company's returns on year-end capital and equity were 6.13 

percent and 6.28 percent, respectively. Although 2011 was the Company's first 

full year of operations under the new rates authorized by the Commission in 

Decision No. 71845 (August 25, 2010) its actual return on common equity 

("ROE) fell 322 basis points short of the 9.5 percent ROE approved in that 

decision. As shown in the chart below, 201 I was the 15th year in a row that the 

Company's earnings fell short of its Commission-determined cost of service: 

Arizona Water Company 
A d 4  vs. Authorized R a t e  of Return 

--_I - ._ - -- " - 
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P. 

9. 

As shown in the chart, above, the Company’s overall Rate of Return 

(“ROR) increased from its lowest levels in 2007. This improvement was, in large 

part, the result of progressive action taken by the Commission in approving the 

ACRM. As a result, the Company was able to begin recovering the capital costs, 

and limited operating costs associated with over $30 million worth of arsenic 

treatment facilities much sooner than it otherwise would have under the 

traditional ratemaking framework. However, despite the significant benefits 

afforded by the ACRM, various cost-cutting measures (discussed below), and a 

total Company general rate case, the Company has still not been able to fully 

recover its cost of service. 

HAS THE NORTHERN GROUP PERFORMED ANY BETTER THAN THE 

COMPANY AS A WHOLE? 

No. As shown on page 1, line 8, of Schedule A-1, the ROR for the Northern 

Group for Test Year 2011 was 4.34 percent, 353 basis points short of the 7.87 

percent ROR authorized in Decision No. 71845. 

WHAT STEPS HAS THE COMPANY TAKEN TO IMPROVE ITS FINANCIAL 

PERFORMANCE? 

Beginning as early as 2008, the Company began taking steps to avert an 

impending financial crisis by sharply reducing its capital budget as well as 

reducing certain operation and maintenance expenses. In early 2009, even more 

dramatic efforts were made to reduce costs, including, for the first time in the 

Company’s %:year history, staff reductions. Other cost reduction efforts 

included a wage and hiring freeze. The capital budget was reduced by 57 

percent in 2008 and slashed by an additional 38 percent in 2009. This new ”bare 

bones” capital budget level continued through 2011, and even though the 

Company’s 2012 budget is $10.975 million, it is still less than 80 percent of the 

average level of capital spending that occurred in the years 2002 - 2007 as the 

i:UISERSVUUIGIDOCUMENT6U)73012.WC 
IDH:JRC:wIC I7130/2012 4 3 4  PM 
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Q. 

4. 

3. 

4. 

Company continues its efforts to control its expenses, debt, and stabilize its 

earnings. 

EVEN WITH THESE REDUCTIONS TO CAPITAL EXPENDITURES AND 

OPERATING EXPENSES, HAS THE COMPANY RECOVERED ITS COST OF 

SERVICE? 

No. These steps were taken to stave off a financial crisis while the Company's 

last rate filing was pending. Even with the rates granted in Decision No. 71845, 

the Company is not recovering its cost of service. This is primarily because rates 

set in the last general rate case were designed to recover the Company's costs 

through the adjusted test year 2007. Since that time, operating costs and 

investment in utility plant have risen. Additionally, the Company's response to 

the financial crisis is not sustainable because, in part, it already cut investment 

and expenses to a level that, if continued in the long term, will jeopardize the 

Company's ability to provide service. 

IS THE COMPANY MAKING ANY PROPOSALS THAT WOULD HELP TO 

MITIGATE OR IMPROVE THIS SITUATION? 

Yes. The Company is proposing continuation of the ACRM for its Verde Valley 

water system and seeking authorization of an ACRM for its Navajo water system 

to help alleviate the financial burden of constructing new government-mandated 

arsenic removal facilities required to comply with stringent new United States 

Environmental Protection Agency ("EPA") safe drinking water standards. 

Additionally, the Company is requesting that the Commission approve a DSIC 

mechanism to assist the Company in replacing aging infrastructure. The 

Company's proposed DSIC, which is also addressed by Company witness Ms. 

Ahern in her pre-filed testimony, balances fiscal responsibility with customer 

affordability. The Company is also seeking authority to record deferral of costs 

associated with tank maintenance, including the costs of inspecting and cleaning 

water storage tanks, and recoating the exterior and interior surfaces. The 

: W S E R S V C R A i G ~ U M E W J l Z . D O C  
DH:JRC'MC 17t3QLW12 4 .M PM 

6 



1 

2 

3 

4 

5 

6 

7 

8 

9 

I O  

I 1  

12 

13 

14 

15 

16 

17 

18 

I 9  

20 

21 

I 22 

23 

24 

25 

26 

27 

I 28 

111. 

Q. 

A. 

Q. 

A. 

Q. 

Company proposes to seek recovery of the recorded costs in subsequent rate 

filings. Finally, the Company is seeking approval of an Off-Site Facilities Fee 

tariff to provide a portion of the funds needed to construct infrastructure in its 

Verde Valley system. 

ACRM Continuation 

DOES THE COMPANY NEED TO CONSTRUCT NEW ARSENIC REMOVAL 

FACILITIES IN ITS VERDE VALLEY AND NAVAJO SYSTEMS? 

Yes. For the reasons described in Mr. Schneider's direct testimony, the 

Company must construct new arsenic removal facilities in its Verde Valley and 

Navajo systems. Design work on the Southwest Center arsenic removal facility 

in the Verde Valley system is completed, and the Company anticipates beginning 

construction in 2013. Additionally, arsenic levels have risen in two wells in the 

Navajo system and, as a result, the Company needs to construct two arsenic 

removal facilities, one at its Zane Grey Well No. 3 and one at its Mogollon Well 

No. 5. Planning and design work on these facilities is underway. 

WHAT WILL BE THE FINANCIAL IMPACT OF CONSTRUCTING THESE NEW 

ARSENIC REMOVAL FACILITIES? 

The estimated cost of these facilities to comply with government-mandated public 

health standards is approximately $2,536,000. Without the ability to recover the 

costs associated with these Federally-mandated investments, these costs will 

have a significant negative impact on the Company's financial performance. For 

example, the Company will need nearly $455,000 of additional annual revenues 

just to recover the capital costs associated with these facilities. This does not 

include the additional revenues required to recover operating costs for operating 

these facilities. An exhibit showing the revenue requirement based on the 

estimated cost of these facilities is attached as Exhibit JDH-I. 

HAS THE COMMISSION PREVIOUSLY AUTHORIZED CONTINUATION OF 

THE ACRM FOR THE VERDE VALLEY SYSTEM? 

C:WSERSVCRAffi~UMENTSU173012.M)(: 
)Iw:JRC:HAC I71MIZ012 4:14 FW 
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IV. 

Q. 

4. 

W. 

Q. 
4. 

Q. 

Yes. In Decision No. 71845, the Commission authorized the Company to make 

new ACRM filings for required arsenic removal facilities that were planned for 

construction in its Verde Valley (Sedona) system. The Company is requesting 

that the authorization granted in Decision No. 71845 be continued and be 

extended to the Navajo system. 

System Consolidation 

IS THE COMPANY PROPOSING TO COMPLETE ITS PLAN, INITIALLY 

AUTHORIZED IN DECISION NO. 71845, TO IMPLEMENT FULL RATE 

CONSOLIDATION IN THE VERDE VALLEY SYSTEM? 

Yes. In Decision No. 71845, the Commission authorized the full rate 

consolidation of the Pinewood and Rimrock systems into a single water system 

known as Verde Valley, which in turn was partially consolidated with the Sedona 

system. The Sedona system's rates were partially consolidated with and into 

Verde Valley by way of a common monthly minimum charge and consolidated 

financial/accounting records. Commodity rates for Sedona remained separate, 

and were to be fully consolidated with Verde Valley in a future rate proceeding. 

The Company's proposal in this application is to complete the full consolidation 

contemplated by the Commission in Decision No. 71 845 by consolidating 

Sedona's commodity rates with those of Verde Valley. 

- DSlC 

BRIEFLY DESCRIBE WHAT YOU MEAN BY A DSIC. 

As I stated at the outset, a DSlC or Distribution System Improvement Charge, is 

a ratemaking tool that allows utilities to recover the capital costs (depreciation 

and return) of non-revenue producing distribution system improvement projects 

completed between rate cases. Ms. Ahern discusses the benefits of, and 

regulatory support for, DSlC mechanisms in her direct testimony, 

ARE THERE OTHER JURISDICTIONS WHERE DSIC-TYPE MECHANISMS 

ARE ALREADY IN PLACE? 
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2. 

4. 

Yes. Many jurisdictions including Delaware, California, Connecticut, 

Pennsylvania, Indiana, Illinois, Missouri, New York, New Hampshire, Ohio and 

New Jersey have adopted DSIC-type mechanisms to finance the ongoing 

replacement of aging and deteriorating water distribution networks. In early 

1 999, the National Association of Regulatory Utility Commissioners (IINARUCI’) 

endorsed the mechanism as an example of an innovative regulatory tool that 

public utility commissions should consider adopting to solve infrastructure 

remediation challenges.’ In 2005, NARUC adopted a resolution identifying the 

DSlC as a Regulatory Policy Best Practice.’ Additionally, it has been designated 

by the Council of State Governments as “Model Legi~lation”.~ 

ARE THERE SIMILARITIES BETWEEN THE DSIC-TYPE MECHANISMS IN 

USE IN OTHER JURISDICTIONS? 

Yes. Commonly, DSIC-type mechanisms used in other states: 

1. Allow recovery of a return on and depreciation expense related to 

investment in water distribution system improvements; 

2. Utilize the Weighted Average Cost of Capital determined in last rate 

case as the authorized return, although some jurisdictions allow updating of debt 

cost; 

3. Cap increases at a percentage of revenues either annually or at a 

maximum percent of revenues between general rate cases; 

4. Require companies to make an initial filing providing evidence to 

demonstrate why a DSIC-type surcharge is appropriate for their circumstances; 

5. 

earning; 

Apply an earnings test to ensure that companies are not over 

JDH-3, Exhibit E: National Association of Regulatory Utility Commissioners (“NARUC”) Resolution 
lndorsing and Co-Sponsoring the Distribution System Improvement Charge, 1999. 
JDH-2, Exhibit F: National Association of Regulatory Utility Commissioners (“NARUC”) Resolution 
iupporting Consideration of Regulatory Policies Deemed as ”Best Practices”2005. 
The Council of State Governments, “Suggested State Legislation”, 2000 Volume 59 pages 44-45 
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2. 

4. 

1. 

6. Are typically limited to the following non-revenue proGclcing assets: 

water mains and valves (including cleaning and relining and elimination of dead- 

end mains and costs of relocations due to street or highway construction), public 

fire hydrants, services and water meters; 

7. Provide for a streamlined review process with surcharges going into 

effect within 30 to 60 days from filing; 

8. Reset the DSlC step surcharge to zero when new general rates are 

approved; 

9. 

type surcharge. 

Provide for customer notification of the implementation of the DSIC- 

Additionally, several of the jurisdictions require the utility to prepare a 

listing and cost estimate of the projects it intends to construct in the upcoming 

year to allow regulatory staff more oversight of the infrastructure replacement. 

Exhibit JDH-2 provides an overview of the particulars of each jurisdictions DSIC- 

type mechanism. 

HAS A DSlC BEEN APPROVED IN ARIZONA? 

Not yet. However, in Docket No. W-01303A-05-0405 the Commission adopted a 

Public Safety Surcharge for Arizona-American Water Company. This type of 

surcharge was specifically designed to provide funding for expenditures to 

replace undersized and inadequate mains in the Town of Paradise Valley. 

Additionally, the Company requested approval of a DSlC in its 2010 Test Year 

rate case for its Eastern Group (Docket No. 11-0310) and provided a substantial 

record of support for that request in that docket. As of the date of this pre-filed 

testimony, the Commission has yet to rule on the Company’s request in that 

docket. 

HAS THE COMMISSION APPROVED ANY OTHER TYPE OF MECHANISM 

SIMILAR TO A DSIC? 

::WSERSUCW\DOCUMENTS~~lZ,LlOC 
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4. 

2. 

4. 

Q. 

Yes. The Commission approved the ACRM, which is virtually identical to a DSlC 

in terms of mechanics, The ACRM was developed through joint efforts of the 

Company, Commission Staff and the Residential Utility Consumers Office 

(IIRUCO'), and allows utilities that construct arsenic removal facilities to seek 

recovery of capital costs and narrowly defined components of operating costs of 

arsenic removal facilities between formal rate filings. Without this progressive 

recovery method, a significant number of the State's water utilities would not 

have been able to comply with new, more stringent, safe drinking water 

standards for arsenic and, as a result, these utilities, including the Company, 

would have been placed in a precarious financial position. 

HAS THE COMMISSION EXPRESSED AN OPINION ON THE DSIC? 

Yes. In Decision No. 71845, the Commission stated that an infrastructure 

funding mechanism (Le., DSIC) may be reasonable in certain circumstances, 

such as for replacement of certain of the Company's aging infrastructure or 

infrastructure that faces other unique challenges. The Commission further stated 

its belief that it was appropriate for the Company to further develop this issue for 

future consideration. The Commission directed the Company to prepare a study 

and file a report on DSIC, and to utilize the information from that study to inform 

the Commission of further proposals for a DSlC mechanism in future rate cases. 

WAS THE REQUIRED DSlC STUDY FILED WITH THE COMMISSION? 

Yes. The DSlC study that the Company prepared and filed details the history of 

the DSIC, the need for water distribution system improvements, the cost of those 

improvements, the potential rate impacts and the balance between costs and 

benefits to customers. An updated version of the DSlC study was filed on July 

22,201 1, and is attached as Exhibit JDH-3. 

DID THE DSlC STUDY CONCLUDE THAT DETERIORATING OR AGING 

WATER DISTRIBUTION INFRASTRUCTURE WAS PRIMARILY AN EAST 

COAST PROBLEM? 

:WSERSUCRAIG\DOCUMENTSW73012.DOC 11 
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4. 

3. 

4. 

No. As discussed in the DSlC study, the EPA report titled, "Drinking Water 

Infrastructure Needs Survey and Assessment, Fourth Report to Congress" shows 

a twenty year national capital improvement need of $334.8 billion. As shown in 

an excerpt of this report, attached as Exhibit JDH-4, water systems in Arizona 

are projected to have infrastructure needs over the next twenty years of nearly 

$7.5 billion, with $3.7 billion of that need being in transmission and distribution 

systems. The EPA report also categorized these capital needs by system size. 

Using the system sizes from the report, the Company's 19 water systems are 

classified as medium or small systems. For systems of this size, the report 

identified water system infrastructure needs in Arizona of $2.1 billion for medium- 

sized systems and $889 million for small systems. As discussed in Mr. 

Schneider's direct testimony, the Company is taking direct action to reduce water 

losses and has prepared a detailed study of its Northern Group distribution 

systems to determine the sources of water losses (e.g., failing infrastructure) and 

identify the best approach to help reduce such water losses4. The results of that 

study show that the Company is facing an infrastructure crisis arising from the 

fact that 190,500 feet of water mains, 9,580 service lines and 8,020 meters and 

meter boxes in the Verde Valley and Navajo water systems need to be replaced 

in order to maintain water system integrity and reliable and adequate water 

service. Without these necessary water infrastructure replacements, the 

Company will experience increasing water main pipeline breaks, leaks and water 

losses caused by failing water infrastructure. 

CAN THESE INFRASTRUCTURE REPLACEMENTS BE HANDLED AS PART 

OF THE COMPANY'S NORMAL RENEWALS AND REPLACEMENTS? 

No. Although over the last ten years the Company's rate of water main 

replacement in the Verde Valley and Navajo systems has averaged 2,700 feet 

The study titled 'Water Loss Reduction Program for Water Systems in the Northern Group" is attached 
o Mr. Schneidet's direct testimony as Exhibit FKS-19. 

12 :UERSUCRAlG\DOCUMENTSU)7U)12.DOC 
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23 

24 

25 

Quantity 

190,500 

9,580 

8,020 

Total 

26 

27 

28 

Estimated 
Description of Water Infrastructure cost 

r 

Replace Failing Water Mains $ 27,162,000 

Replace Failing Plastic Services 46,955,000 

10,094,000 

$ 84,211,000 

Replace Water Meters and Meter Boxes 

2. 

per year, it would take over 70 years to replace the 190,500 feet of water mains 

identified in the Company's detailed water distribution system study. The 

Company also identified 9,580 failing plastic service lines and 8,020 meters and 

meter boxes that need to be replaced to reduce water loss. The preliminary cos1 

estimate of these infrastructure replacements is over $84 million, as shown in the 

table below: 

13 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 
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I 

4. 

1. 

4. 

Other than basing rates on a future test year or increasing the rate of return, no. 

When a utility is faced with a large capital project, its cost and construction 

timeline are usually well known in advance. With that knowledge, a utility could 

try to time its rate case filing to coincide with completion of the facility to minimize 

the amount of earnings erosion. However, the water infrastructure replacement 

program needed by the Company does not lend itself to that type of timing 

strategy. Although the scope of the Company's water infrastructure replacement 

program is extensive, it is made up of many smaller projects that will be 

constructed each year for a number of years. Most of these projects will likely 

have a very short construction timeline, meaning that they would either not 

qualify for the accrual of an Allowance for Funds Used During Construction 

("AFUDC"), or the amount of AFUDC recorded would be nominal. Further, 

because these replacement programs do not increase sales, they will not 

generate additional revenues. In order to generate any financial return for such 

assets, the Company would have to file for annual general rate increases under 

the traditional rate case model, but such filings are not realistically possible or 

cost-effective for the Company and its rate payers. 

DID THE COMPANY EXPERIENCE AN EROSION OF ITS EQUITY BALANCE 

AS A RESULT OF THE MASSIVE INVESTMENT IN ARSENIC TREATMENT 

FACILITIES? 

Yes. In fact, the magnitude of the Company's investment in arsenic treatment 

facilities was such, that even with the benefits afforded by the ACRM, the 

Company's debt ratio increased sharply during that time period due, in part, to 

the Company's inability to earn its authorized rate of return. As illustrated in the 

following chart: 
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identifying over $84 million in urgently needed water infrastructure replacements. 

Additionally, the Company has already presented extensive evidence of the 

much needed water infrastructure replacements in its Western and Eastern 

Groups' that total $41 and $67 million respectively. Together, these water 

infrastructure replacements total $1 92 million, which is over 25 percent higher 

than the Company's total capitalization of $153 million. As Ms. Ahern discusses 

in her direct testimony, the tremendous cost of plant replacement increases the 

risk to the Company that it will not be able to earn a fair rate of return. 

WHAT ARE THE ELEMENTS OF THE COMPANY'S PROPOSED DSIC? 

As identified in the Company's DSlC study, the following elements comprise the 

Company's proposed DSIC: 

1. The DSlC will recover the fixed costs associated with DSIC-eligible utility 

plant additions, net of retirements, placed in service between rate cases. Utility 

plant additions eligible for the DSlC will be limited to those non-revenue 

producing additions which are properly classified in the following NARUC 

Uniform System of Accounts for Class A and B Water Utilities (1 976). 

343 - Transmission and Distribution Mains 

344 - Fire Mains 

345 - Services 

346 - Meters 

347 - Meter Installations 

348 - Hydrants 

2. 

additions placed in service during the previous year. 

3. Each annual filing will include an update of the projects that make up the 

Company's first phase of water infrastructure replacement, more fully described 

The DSlC will be filed on an annual basis to reflect eligible utility plant 

Western Group Docket No. W-01445A-10-0517 
Eastern Group Docket No. W-01445A-11-0310 

:WSERSUCRAff i~UMENT8\073012.~  
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in Exhibit FKS-19 of Mr. Schneider's direct testimony, which will allow Staff to 

review the projects the Company will be submitting in the following year's DSlC 

application. 

4. The Weighted Average Cost of Capital and depreciation rates authorized 

in the Company's most recent rate decision for the effected water system will be 

used to determine the return on investment and associated depreciation 

expense. 

5. Supporting data, as described below, for each annual filing will be filed 

with the Commission. Exhibit JDH-5 contains examples of the following 

schedules: 

Schedule 1 : 

Schedule 2: 

Schedule 3: 

Schedule 4: 

Schedule 5: 

The Company's most recent balance sheet at the time of 

filing for a DSlC step increase. 

The most recent income statement for the Company and 

those systems for which the Company requests a DSlC 

step increase. 

An earnings test schedule for each system where the 

Company is requesting a DSlC step increase. The 

earnings test will reflect the Company's most recent 

financial data. 

A rate review schedule for each system showing the 

incremental and pro forma effects of the step increase 

associated with the eligible DSlC capital costs on. the 

financial data provided in Schedules 2 and 3. 

A revenue requirement schedule showing the calculation of 

the required increase related to eligible DSlC capital costs 

for each system. The schedule will also indicate the 

current incremental increase, and proposed monthly fixed 

basic service and volumetric charges for a customer with a 

17 
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Schedule 6: 

Schedule 7: 

Schedule 8: 

Schedule 9: 

Schedule I O :  

6. Following the 

518 x 3/4-inch meter. The required rate of return, gross 

revenue conversion factor and depreciation rate would be 

the same as those approved in that system's last rate 

case. 

A schedule showing the surcharge calculation for eligible 

DSlC capital costs for each system. Fifty percent of 

recoverable capital costs will be in the form of a monthly 

fixed surcharge and fifty percent will be in the form of a 

volumetric surcharge. The monthly fixed surcharge will be 

scaled to each meter size based on the approved 5/8 x 

3/4-inch equivalent capacity ratio. This schedule will also 

provide information related to the number of customers by 

meter size and the number of gallons sold. 

A rate base schedule for each system showing the rate 

base determined in the most recent rate case as well as 

the most recent rate base calculated as of the date of the 

information provided in Schedules 1 and 2, both adjusted 

to reflect the inclusion of completed and in-service eligible 

DSlC facilities. 

A Construction Work In Progress ledger showing monthly 

charges related to the construction of eligible DSlC water 

infrastructure facilities. 

A schedule showing the calculation of the Company's 

three-factor allocation methodology. 

A typical bill analysis comparing bills for customers with a 

5/8 x 3/4-inch meter under present and proposed rates. 

Company's filing of the schedules described above, Staff 

would review the Company's annual filing and prepare a memorandum and 

: :WSERSUCWUD\WCUMENTW7~12~ 
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7. 

4. 

2. 

4. 

7. 

4. 

re mmended order to be approved b! 

surcharge is implemented. 

the C mmission before the DSlC 

7. The DSlC surcharge will be shown as a separate line item on each 

customer's bill. At least twice per year, the Company will print a message on 

each customer's bill which explains the DSlC surcharge and describes the 

progress being made on the Company's aging infrastructure replacements. 

8. The DSlC will be phased in each year and capped at 7.5 percent of the 

annual amount billed to customers under otherwise applicable rates and charges. 

9. The DSlC will be reset to zero, as of the effective date of each new 

general rate case, by inclusion of the DSIC-eligible plant in the rate base used to 

set base rates. Thereafter, new DSIC-eligible utility plant additions not included 

in the general rate case will form the basis for any new annual DSlC filing. No 

DSlC filing will be made if, in any annual period, the affected system is earning a 

rate of return that exceeds the authorized rate of return for that system. 

HAS THE COMPANY PREPARED A PROPOSED TARIFF FOR THE DSIC? 

Yes. The Company's proposed form of tariff is attached as Exhibit JDH-6. 

HAS THE COMPANY PREPARED AN EXAMPLE CALCULATION OF THE 

DSlC USING THE COMPANY'S ENGINEERING COST ESTIMATE OF $1.6 

MILLION TO REPLACE AGING INFRASTRUCTURE? 

Yes. A worksheet for the Verde Valley (Sedona, Rimrock and Pinewood) and 

Navajo (Lakeside and Overgaard) systems showing the calculation of the 

revenue requirement for a combined water infrastructure investment of 

approximately $1.6 million and the impact on a typical residential monthly bill is 

attached as Exhibit JDH-7. 

WHAT IS THE ESTIMATED EFFECT OF THE DSlC SURCHARGE ON AN 

AVERAGE RESIDENTIAL BILL? 

Based on the water main and service line replacement program described in 

Section X and Exhibit 19 of Mr. Schneider's direct testimony, at an estimated 

:U)SERS\JCRAIG\DOCUMN~~7~12,DOC 
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4. 

41. 

annual cost of $1.6 million, the Company estimates that the impact on a typical 

residential customer's monthly bill in Verde Valley would be $1.01 and in Navajo 

it would be $0.76. 

HOW DOES A DSlC BENEFIT CUSTOMERS? 

There are a number of customer benefits highlighted by the DSlC study. Primary 

among them are improved water quality and fire protection, decreased water 

loss, increased water pressure, fewer service interruptions, and gradualism in 

rate increases that will limit the rate impact on customers to small, regular 

increases rather than large irregular increases that make customer affordability 

and acceptance more difficult6. 

Failing water distribution infrastructure causes a number of customer 

service issues such as degradation of water quality and service interruptions. 

Service interruptions can affect hundreds of customers when water mains fail. 

Additionally, leaking water mains and services result in millions of gallons of 

treated water being lost each year. While the Company's leak detection and 

repair program has made progress in reducing the amount of water lost to leaks, 

the DSlC proposed by the Company is a way to make additional, significant 

progress in improving the integrity and reliability of its water distribution systems 

and to take positive steps forward in eliminating customer outages caused by 

water distribution system failures. 

Implementation of the DSlC will also provide the necessary financial 

resources for the Company to invest in replacing its aging infrastructure and 

allow it to make these investments in incremental steps. As mentioned 

previously, Ms. Ahern provides additional testimony about the Company's 

proposed DSIC in her direct testimony. 

Deferred Tank Maintenance 

i JDH-3 Certificate of Compliance Filing - DSIC Study, pages 9 - 10 
: ' V I S € R S U C R A I G ~ ~ W 7 3 0 4 2 . D C C  
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

BRIEFLY DESCRIBE WHAT YOU MEAN BY TANK MAINTENANCE. 

Tank maintenance refers to the Company's program of inspecting and cleaning 

water storage tanks as well as recoating the exterior and interior surfaces. 

Typically, the Company has found that the interior coatings of storage tanks 

show deterioration after 14 years, and it has been the Company's experience thai 

postponing interior recoating beyond 14 years results in premature metal 

damage. Similarly, after seven years, exterior surfaces show signs of chalking 

and cracking due to ultraviolet rays. Repainting is required to maintain metal 

protection, a suitable exterior appearance, and prevent surface corrosion. 

HOW ARE THE COSTS ASSOCIATED WITH THE COMPANY'S TANK 

MAINTENANCE PROGRAM ACCOUNTED FOR? 

Beginning with the issuance of Decision No. 71845, the Company began 

expensing the costs associated with its tank maintenance program. 

IS THIS THE MOST APPROPRIATE ACCOUNTING TREATMENT FOR THESE 

TYPESOFEXPENSES? 

No. Based on the foregoing, these costs do not lend themselves to recovery as 

an operating expense under the historical test year framework because any 

given test year, or an average of prior years, will reflect a level of expense that 

does not recur on an annual basis. 

WHAT ACCOUNTING TREATMENT DO YOU PROPOSE? 

To appropriately match expenses with revenues, the Company proposes to 

record tank maintenance costs as a deferred asset, to .be amortized over the 

period in which the benefits are realized (in this case seven to fourteen years), 

consistent with the principle of matching the costs and the benefits over the same 

period. As described above, these infrequent but significant costs do not lend 

themselves to recovery as an ordinary operating expense. Rather, with respect 

to "infrequent maintenance expenditures," "a common solution is to defer the 

extraordinary items when incurred, and then amortize them over a period that, in 
21 
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Q. 

A. 

Q. 

4. 

Q. 

4. 

VII. 

Q. 

4. 

the commission's opinion, will result in a fair annual charge to operating 

IS THIS THE SAME ACCOUNTING TREATMENT SOUGHT BY THE 

COMPANY IN DOCKET NO. W-01445A-11-0092? 

Yes. In December 2010 the Company filed an application with the Commission 

seeking an accounting order authorizing the deferral of incremental costs 

associated with implementing additional BMPs, as ordered by the Commission in 

Decision No. 71845, and to defer the costs associated with the Company's tank 

maintenance program for the purpose of seeking recovery of such costs in a 

future rate proceeding. 

WHAT IS THE STATUS OF THAT DOCKET? 

As of the date of filing this rate application, no action has been taken on the 

Company's application for an accounting order in Docket No. W-01445A-11- 

0092. 

HAS THIS ACCOUNTING TREATMENT BEEN APPROVED FOR OTHER 

WATER UTILITIES IN ARIZONA? 

Yes. This accounting treatment was approved for Arizona-American Water 

Company, (now Epcor USA) in Decision No. 72047. 

Off-Site Facilities Fee 

WHAT IS THE PURPOSE OF THE COMPANY'S PROPOSED OFF-SITE 

FACILITIES FEE? 

The purpose of the Off-Site Facilities Fee is to equitably apportion a portion of 

the costs associated with constructing additional off-site facilities to provide water 

supply, production, treatment, delivery, storage and pressure facilities among all 

new customers whose water supply requirements make these facilities 

' Deloitte & Touche Public Utilities Manual, 1993. pp. 53-54 
::WSERSUCMff i~ENTSW73DlZ .DCC 
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9. 
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a. 

9. 

a. 

9. 

necessary. The fee would be applicable to all new service connections in the 

Verde Valley system. 

WHAT IS THE AMOUNT OF THE PROPOSED FEE? 

The proposed fee is $1,100 for each new service connection with a 5/8 x 3/4-inch 

meter and is graduated in amount for larger meter sizes. Exhibit JDH-8 shows 

the estimated funds needed by meter size and a projection of the amounl 

collected and expended to construct the necessary off-site facilities. 

HOW DID THE COMPANY ARRIVE AT THIS AMOUNT? 

The Company arrived at this amount by determining the cost, in current dollars, 

of off-site infrastructure facilities that would not otherwise be provided by 

developers and divided it by the number of new 518 x 3/4-inch meter equivalents. 

In determining the fee, consideration was also given to the reasonable portion of 

the related infrastructure costs that should be collected from new customers. 

HAS THIS TYPE OF FEE BEEN APPROVED BY THE COMMISSION 

BEFORE? 

Yes. Off-site facilities fees have been approved in Docket Nos. W-01303A-05- 

071 8 ,  W-02859A-99-0101 , W-02234A-00-0706 and WS-02987A-99-0745. In 

addition, an off-site facilities fee was approved for the Company’s Pinal Valley 

system in Decision No. 73144, and the Company is currently seeking to 

implement an off-site facilities fee for its Superstition system in Docket No. W- 

0 1445A-I 1-031 0. 

WOULQ THIS FEE BE A REPLACEMENT ,FOR ADVANCES OR 

CONTRIBUTIONS TYPICALLY ASSOCIATED WITH EXTENDING OR 

PROVIDING WATER INFRASTRUCTURE FACILITIES? 

No. This fee is intended to fund off-site facilities which would be in addition to an 

applicant‘s advance or contribution of the cost of extending and providing on-site 

water infrastructure facilities to the applicant’s premises or development. 

:\USERSUCRAlG\DOCUMEKTSVI7101Z,DOC 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

WHAT FACILITIES DOES THE COMPANY INTEND TO FUND WITH THIS 

OFF-SITE FACILITIES FEE? 

The facilities, discussed in greater detail by Mr. Schneider in Section Vlll of his 

direct testimony, are primarily the East Sedona Storage and Water Supply 

facilities and the necessary transmission and distribution mains needed to 

provide water service that are not otherwise supported by developer 

contributions. 

WHEN DOES THE COMPANY PLAN TO CONSTRUCT THESE FACILITIES? 

The preliminary schedule of construction is detailed by Mr. Schneider in his direct 

testimony. These fees will be used to help offset the cost of these facilities and 

their resulting impact on rate base and customer water rates. 

HOW WOULD THE OFF-SITE FACILITIES FEES BE ACCOUNTED FOR? 

In accordance with the Off-Site Facilities Fee tariff established for the Pinal 

Valley water system, these fees will be recorded as Contributions in Aid of 

Construction. There will be a corresponding offset to rate base when the 

facilities constructed with these fees are completed and placed into service. 

HAS THE COMPANY PREPARED A TARIFF FOR ITS PROPOSED OFF-SITE 

FACILITIES FEE? 

Yes. The Company’s proposed Off-Site Facilities Fee tariff is attached hereto as 

Exhibit JDH-9. 

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY? 

Yes. 
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J I -9 A ZONA WATER COMPANY 

R :rt W. Geake (No. 009695) 
V President and General Counsel 
3; N. Black Canyon Highway IF! ,-- 'tt "2 - A I/: 30 
P: :nix, Arizona 85012-5351 
T phone: (602) 240-6860 - - . -  .. . . 

. I  

BEFORE THE ARIZONA CORPO!&H'&lN CXh&hSSION 

IN THE MATTER OF THE APPLICATION 
OF ARIZONA WATER COMPANY, AN 
ARIZONA CORPORATION, FOR A 
DETERMINATION OF THE FAIR VALUE 
OF ITS UTILITY PLANT AND PROPERTY, 
AND FOR ADJUSTMENTS TO ITS RATES 
AND CHARGES FOR UTILITY SERVICE 
AND FOR CERTAIN RELATED 
APPROVALS BASED THEREON. 

Docket No. W-01445A-08-0440 

CERTIFICATE OF FILING 
COMPLLANCE ITEM 

The Arizona Corporation Commksion (the "Commission"), in Decision No. 7 I845 (the 

"Decision") at page 95, lines 1-7, ordered Arizona Water Company (the "Company") to prepare 

3 study on Distribution System Improvement Charges ("DSIC") designed to implement leak 

jetection devices and make conservation based repairs to infrastructure. The Commission 

Further ordered that the study should fiuther detail costs, rate impacts and consider how to 

xdance costs and benefits for customers and that the Company shall undertake this study and 

file a report detailing the findings of this study by June 30,2011, with Docket Control, as a 

mmpliance item in this dock&. 

The Company filed *e initial fonn of the DSIC study in this docket on June 29,201 1 in 

ximpliance with the Decision. The Company is now filing an update to the DSIC study in this 

h k & ,  attached hereto as Attachment A. 
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RESPECTFULLY SUBMITTED this 22nd day of July 20 1 1. 

w 
Robert W. Geake 
Vice President and General Counsel 
Arizona Water Company 
P. 0. Box 29006 
Phoenix, AZ 85038 
Attorney for A p p b n t  

CERTIFICATE OF SERVICE 

An original and thirteen (1 3) copies of the foregoing were delivered this 22"d day of July, 201 1 
to: 

Docketing Supervisor 
Docket Control Division 
9rizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

4 copy of the foregoing was mailed this 22nd day of July, 201 1 to: 

3onorable Lyn Farmer 
3 ie f  Adminisfxative Law Judge 
3earing Division 
Qrizona Corporation Commission 
!200 West Washington Street 
'hoenix, Arizona 85007 

Wesley C. Van Cleve, Attorney 
kgai Division 
bizona Corporation Commission 
,200 West Washington Street 
'hoenix, Arizona 85007 

vlichelIe Wood, Attorney 
kidential Utility Consumer Office 
110 West Washington Street, Suite 220 
'hoenix, Arizona 85007 
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Arizona Water Company 
Distribution System Improvement Charge @SIC) Study 

Docket NO. W-01 M5A-08-0440 
July 22,201 1 

Introduction and Backwound 

In Decision No, 71845, the Arizona Corporation Commission (the “Comission”) 
ordered Arizona Water Company (the ‘‘Company”) to prepare a study on Distribution System 
Improvement Charges (“DSIC) designed to implement leak detection devices and make 
conservation-based repairs to infrastructure, and to file a report detding the findings of this 
study with the Commission. The Cornmission stated that an infrastructure funding mechanism 
may be reasonable for certain of the Company’s aging systems, or for systems that face other 
unique challenges. Further, the Commission ordered that the information contained in the study 
should be used by the Company to m e r  develop this issue for future Commission 
consideration. 

This DSIC study examines costs and effects on customer rates and bkes into 
consideration how to balance the costs and benefits of necessary infrastructure replacements for 
customers. It is submitted to the Commission to provide the information discussed above, to 
establish the basis and need for implementing a DSIC mechanism to address aging and failing 
i&astructure, and to urge the Commission to approve such a mechanism in the Company’s 
general rate cases. 

The Company is a public service corporation which provides public utility water service 
in portions of Cochise, Coqmho, Gila, Maricopa, Navajo, Pima, Pinal and Yavapai Counties in 
Arizona pursuant to certificates of convenience and necessity granted by the Commission. The 
Company operates twenty-two (22) public water systems that serve approximately 84,300 
customers. 

Historical Development of DSIC 

The pressing need to replace aging drinking water infrastructure has been brought to the 
forefront of public attention by entities such as the United States Environmental Protection 
Agency (the “EPA“) and the American Society of Civil Engineers (the ”ASCE”). The ASC& 
2009 Revort Cmd fir American Ififrastwchrre gave the nation’s aging drinking water system 
idkastnkture a grade of D minus.’ In addition, the EPA, in its report entitled prinkinp Wafer 
Infiastrarcture N e d  Surve-v and Assessmenf, projected a twenty-year capital improvement 
funding need of $334.8 billion? 

In Decision No. 71 845, the Commission noted that aging intEasfmcture is often seen as an 
East Coast or Midwest phenomenon. However, according to the EPA report cited above, water 
providers in Arizona will need to fund nearly $7.4 billion of water system infrastructure 
replacements over the next twenty years, over half of which is needed for transmission and 

I Exhibit A 2009 Reprt Cardfor Amerfcan I@astn&we - Water and Environment, Binhing Waer produced by 
h e t i c a n  Society of Civil Engkers. 

Exhibit B: Driding Water lnfimhcrure Nee& Survey andrlsseosment. Fourth Report to Congress by the United 
stam Environmental Protection Agency. 
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distribution system replacements. The EPA report further identified infrastructure funding &s 
for medium and small-sized water providers .in Arizona as $2.1 billion and $889 million, 
respectively. 

The EPA report classified medium sized community water systems as those that serve 
more than 3,300 but less than 100,000 persons. Community water systems serving 3,300 persons 
or fewer are classified as small. Based on the EPA's classification the Company's Ajo, 
Stanfield, Tierra Grande, Coolidge Airport and Winkelman systems are classified as small 
systems. All of the Company's other systems are chssified as medium systems. 

In recognition of this growing crisis, regulated water utilities have begun to develop ways 
along with their state regulatory commissions, to provide rate mechanisms to help fimd the 
replacement and rehabilitation of failing infrastructure while, at the same time, balancing 
financial stability with customer affordability. In 1996, Philadelphia Suburban Water Company 
("PSWCrr) petitioned the Pennsylvania Public Utility Commission rPPUC") for approval of a 
DSIC. The PSWC DSIC was designed to recover the fxed costs (depreciation and pre-tax 
return) of certain non-revenue-producing infrastructure rehabilitation and replacement projects 
completed and placed in service between rate cases. In its petition to the PPUC, PSWC 
presented evidence that it was only able to replacdrehabilitate fifteen (15) miles out of a total of 
3,130 miles of transmission and distribution mains or less than one-Mf of one percent each year, 
due to h d i n g  limitations. According to PSWC, at that pace, it would take approximately 212 
years to complete all of the needed replacernentdrehabilitations to its transmission and 
distribution mains. PSWC also noted that the DSIC would help it break the cycle of filing for 
general rate increases every fifteen (1 5 )  months, thus reducing the frequency of rate filings to the 
benefit of both customers and the PPUC. 

The DSIC proposed by PSWC included a number of limitations. Among these were 
restrictions on the type of utility plant eligible for cost recovery, quarterly filing requirements, a 
cap on the maximum amount of revenue that could be collected by the DSIC, an eiigibility 
earnings test, and a true-up mechanism which reset the DSIC to zero when the underlying utility 
plant was included in base rates in a subsequent general rate case. 

In approving the DSIC in late 1996, the PPUC noted that: "PSWC and other 
Pennsylvania water companies had been required to make significant investments in new utility 
plants for projects such as the filtration of surf" water supplies, the replacement of aging waw 
distribution plant and the implementation of meter replacement programs. In addition, water 
companies face the daunting challenge of rehabilitating their existing distribution infrastructure 
before the property reaches the end of its service life to avoid serious public health and safety 
risks"? 

Following its adoption by the PPUC, public utility commissions in many other 
jul-isdictions, including Delaware, California, Connecticut, Indian% Illinois, Missouri, New York 
- 

]Exhibit C: Petition @Philadelphia Suburbon Wuter Company fm Approval to ImpIement a Ti-r#Xuppfernettt 
mabiishiiag a Didribation *em Znprovetnent Charge; Doc. No. P-00961036, Opinion d O r & r .  
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and Ohio, adopted DSIC-type mechanisms! In early 1999, the National Association of 
Regulatory Utility Commissioners (“NAEWC”) endorsed the mechanism as an example of an 
innovative regulatory tool that other public utility commissions should consider adopting to solve 
injiastmcture remediation challenges.’ In 2005, NARUC adopted a resolution identifying &e 
DSIC as a Regulatory Policy Best Practice? 

At the 1998 National Association of Water Companies’ Pennsylvania Fonun, 
Commissioner Norma Brownell of the PPUC reported that implementation of the DSlC created 
little consumer reaction and resulted in infrastructure investment that otherwise would not have 
occurred. In a July 2007 Public Meeting, PPUC Chairman Wendell F. Holland M e r  praised 
the DSIC mechanism “as one of the most important regulatory tools of the past decade,” and 
additionally noted the consumer safeguards that were established in conjunction with adoption of 
the DSIC, such as DSIC revenues capped at a percentage of general revenues, resetting the DSIC: 
to zero at the time of the next general rate case, providing notice to customers of any change in 
the DSIC rate, audits conducted as needed, and an annual reconciliation audit.’ 

While the DSIC has become an important reflatory tool in other jurisdictions, it has not 
yet been approved in Arizona. However, in Docket No. W-01303A-05-0405, the Commission 
adopted a Public Safety Surcharge in Paradise Valley for Arizona American Water Company. 
This type of surcharge was specifically designed to provide funding for the replacement of 
undersized and inadequate water mains in the Town of Paradise Valley. While the Public Safety 
Surcharge collected funds in advance of construction, the DSIC is moxe like the Arsenic Cost 
Recovery Mechanism (“ACRM‘), which was developed through the collective efforts of the 
Company, the Commission Staff and the Residential Utility Consumer Office (“RUCO”). The 
ACRM allows utilities that construct arsenic treatment plants to seek recovery of capital costs 
and narrowly defined components of arsenic treatment plant operating costs incurred between 
fomd rate filings. Without this progressive recovery method, a significant number of the State‘s 
water utilities would not have had the financial ability to comply with new, more stringent, safe 
drinking water standards for arsenic. 

i t i o n  Systems 

Due to the phenomenal rate of growth seen in the last decade, there is a comm 
misconception that water distribution systems in Arizona are relatively young and that there is no 
aging infkastructure crisis in this state. In fact, many of the Company’s water systems are 
comprised of a large percentage of aging water mains and service lines that are approaching or 
have already exceeded the end of their useful service lives, and many of those facilities are 
obdete or failing. In the Bisbee system, for example, a significant portion of the water mains 

‘ Exhibit D DSIC-fype Mechanism Zy State. ’ E a i i t  E: Nationul Assoclarion ofRegdatoty Uzt& Commissioners (‘!!AMICY ResoIufion Endorsing a d  Co- 
Spmoring the D&wibufion &stem Imprmemenf Chrge, 1999. 

*porting Considerafion of Regdafoty Poifcies Deemedas ‘Best Pratticss”, 2005. ’ Exbibit G: Motion qf Choirman Wenddl R Hollanl Doc& No.: P-00062241, et al. 

Exhibit F: National Associaion of R@afo?y Ufilify Commissioners (“N-UC~ Resolufion 
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date back to the early 19QOs, and nearly thirty-five percent (35%) of that system's water mains, 
many of which have a history of chronic leaks, have reached the end of their useful service lives 
and need to be replaced. Even water systems viewed as more modern, such as the Company's 
Pinal Valley water system, have many water mains that were installed during the period of time 
from the 1920s through the 1940s. 

The materials used in the manufacture of pipe and services play a significant role in 
determining the useful service lives of water mains, service lines and other distribution system 
components. For water mains constructed of ferrous pipe materials, such as cast iron, steel, 
galvanized steel or ductile iron, corrosion causes pitting of the pipe material. Eventually, the 
corrosion continues until a hole is formed in the pipe wall leading to a water leak, In advanced 
stages of corrosion, water mains can €dl completely, resulting in water main breaks, often 
causing costly damage to the water facilities, the roadway and nearby property. In addition, 
corrosion can lead to the formation of tuberculation, which restricts the flow of water. 

Water mains constructed of non-ferrous pipe materids, such as polyvinyl chloride 
(IIPVC") and cement asbestos ("CA"), can become brittle or lose their physical integrity over 
time through various physical and chemical causes. Even the gasket materials made to seal the 
joints between pipes can degrade and f&l. CA pipe, which has been used since the 1930s, loses 
physical strength through the leaching of cement or binding agents caused by corrosive soil 
conditions. This loss of physical strength or integrity leads to increased frequencies of water 
main leaks and breaks. 

Water service lines are typically constructed of copper or polyethylene. Other materids 
have also been used, such as galvanized steel and PVC. Copper Serzice lines can become pitted 
by internal or external corrosion leading to leaks or breaks. In the 197Os, the use of polyethylene 
for water service lines became commonplace however, it has been found that these materials 
become brittle and split longitudinally as they age, making repairs impractical and requiring 
complete replacement as leaks are discovered. Corrosion of galvanized steel service lines leads 
to similar signs of failure, including pitting and tuberculation, as seen in galvanized steel water 
mains. 

Soil condition is an example of the factors that contribute to corrosion of water ma&. 
When the Company first considered the use of ductile iron pipe, it conducted a number of soil 
surveys with help from professional engineers working for the Ductile Iron Pipe Research 
Association ("DIPRA"). Those soil surveys looked for certain soil attributes or conditions that 
could lead to corrosion. For water mains made from ferrous materials, such as ductile iron pipe, 
the presence of water, oxygen, conductive soils, sulfate reducing bacteria, and nearby cathodic 
protection systems were found to accelerate or promote corrosion. Field tests were conducted as 
part of these soil surveys to determine whether soils were conductive and would lead to 
corrosion, Because corrosion is an electrochemical process, conductive soil is likely to lead to 
corrosion in water mains made of ferrous or copper materials. The existence of cathodic 
protection systems, such as those used to protect steel gas mains against corrosion, can lead to 
increased rates of corrosion for water distribution systems. The DIPRA study concluded that 
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wrapping ductile iron pipe with a polywrap material would help protect the pipe against 
corrosion by providing a non-conductive barrier and by providing a barrier against the transfer of 
oxygen to the pipe. 

As a benefit of the DIPRA study, the Company developed specifications for new 
installations that required the use of polywrap (or encasement of ductile iron pipe with a plastic 
barrier) in nearly all of its water systems. The plastic barrier limits oxygen transfer to the pipe 
material, thereby reducing the rates of corrosion. The Company even requires polywrap to be 
used on copper service lines in certain instances, based on the Company's experience with 
corrosive soil conditions in some of its water systems. These measures will help to prolong the 
life of infrastructure installed since 1986, when ductile iron was first used by the Company in its 
water systems. When the Company replaces aging pre-1986 infrastructure, it uses polywrap, as 
necessary, to maximize the useful life of the new infrastructure. 

Additional environmental factors such as vegetation growth can also act to shorten the 
life of distribution systems. In downtown Coolidge, for example, the Company has replaced 
more than a mile of CA pipe due, in part, to the destructive effects of tamarack tree roots that 
have grown into the couplings of the mains and have caused the couplings to leak or fail. CA 
pipe accoutlfs for forty-six percent (46%) of the water distribution system in the Pinal Valley 
water system. 

Every water system has measurable system water losses. As pipes age, the frequency of 
water main and service line breaks and leaks increases. This observation was confirmed by an 
EPA research program titled "Aging Water Infrastructure Research Program" which found that 
the earliest sign of aging pipes is an increasing frequency of water main leaks. The condition of 
pipes degrades over time and, at some point, repairs alone are inadequate to reduce water losses. 
When reduction of system water losses through leak detection and repairs cannot reasonably 
keep pace with the increasing rate of leaks or breaks, the Company then needs to replace the 
water mains. 

In Decision No. 71845, the Commission ordered the Company to reduce water loss in all 
of its systems to Iess than ten percent (10%) by July 201 I. If it is not possible to compb with 
that standard by that date, the Company is required to submit a report demonstrating how if 
intends to reduce water losses to less than ten percent (I 0%). It is not possible for the Company 
to comply with that standard for all of its water systems and it will submit such a report to the 
Commission. The report will show that, absent a DSIC-$:type mechanism, it is unable to replace 
all of the infirastructure required to lower the water loss to meet the Commission's standard. 

Economic Discussion 

One of the important economic considerations that influences the Company's decision to 
invest in needed water distribution system improvements is the fact that replacement costs have 
increased dramatically over time. For example, in the Phal Valley water system, nearly 14,000 
feet of cast iron water mains were installed from 1921 to 1929. According to the Handy- 
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Whitman engineering cost index (an index that tracks construction costs over time), the cost 
factor for a cast iron water main installed in 1921 is 27, while the cost factor for a cast iron water 
main installed in 2010 is 587. This means that the replacement cost for such a watm main in 
201 0 is 22 times greater than the original instalIation cost ninety years ago in 1921. Even though 
this is a significant increase, the index does not consider the full increase in construction costs 
over time, as water main installation in the 1920s was much less complicated than it is today. 
For example, modem day excavation must take into account the multitude of competing 
underground infrastructures such as sewer, power, and gas lines, as well as fiber optic and data 
networks. It should also be noted that these water mains are in service and that service to 
customers must be maintained during the replacement project, which complicates the process 
and adds significant additional cost. 

As part of its efforts to monitor and identify the sources and remedies for water loss, the 
Company conducted a detailed analysis of its Superstition, Pinal Valley, Bisbee and Oracle 
service areas and concluded that, based upon water main repair logs and the age of the 
distribution system, approximately 521,000 feet of water mains need to be replaced. 
Additionally, service line repair records show that approximately 9,820 failing plastic serviw 
lines and 8,321 services on failing water mains need to be replaced.* The preliminary cost 
estimate for these much-needed utility plant replacements is over $102 million, as shown m the 
table below: 

me first study titled "Water Loss Reduction Program for the Find Vdey Service kea* is attached to Mr. 
schneidefs direct testimony in Docket W-01445A-10-0517 as Exhibit FKS-10. The second study tiiled "Water 
Lass Reduction Program for Water Systems in the Eastern Group" is an exhibit h the Conpnfs Eastern Group rate 
cast. 
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It is significant that one of the key facts that led to the development of the ACRM was the 
magnitude of the approximately $30 million the Company needed to invest in water treatment 
systems to remove arsenic from its public drinking water supplies. But that amount is $72 
million less than the estimated $102 million capital cost needed for infrastncture replacement 
for the Superstition, Pinal Valley, Bisbee and Oracle systems. 

When a utility is faced with a large capital project, its cost and construction timeline are 
usually known well in advance. With that knowledge, the utility can try to time its rate case 
filing to coincide with completion of the facility to minimize the amount of earnings erosion. In 
the case of the Company's irdkastructure replacement program, funding a project of t h i s  size and 
magnitude would be a difficult if not impossible task, given the Company's capitalization 
(approximately $150 million) and status as a privately-held entity. Assuming the Company was 
able to issue additional long-term debt to fund such a project, the traditional utility reguIatory 
model would cause equity to erode at an unacceptable rate during the twelve to eighteen months 
it would take to conduct a general rate case. 

The situation is further complicated by the fact that the Company's infrashvcture 
replacement program is made up of many smaller projects that will be constructed every year for 
a number of years. Most of these projects would likely have a very short construction timeline, 
meaning that they would either not qualify for Allowance for Funds Used During Construction 
("AFUDC"), or the amount of AFUDC recorded during the canstruction period would be 
nominal. Because these replacement programs do not increase sales, they will not generate 
additional revenues. In order to generate a financial return, the Company would be forced to file 
for annual general rate increases under the traditional rate case model, also resulting in erosion of 
earnings and equity. Such an erosion of the Company's equity balance would result in 
unsatisfactory financial ratios, the inability to issue short or long term debt and lead to hisher 
costs for customers. 

The DSIC discussed above was designed specifically to address this problem: it allows 
water providers to implement critical infiwtmcture replacement programs and recover the 
associated costs on a timely basis to ensure both the financial integrity of the utility and lower 
long-term average costs to customers. 

DSIC Details 

The Company proposes implementation of a DSIC under the following guidelines: 

1. The DSJC would recover the fixed costs associated with DSIC-eligible utility 
plant additions, net of retirements placed in service between rate cases. Utility plant additions 
eligible for the DSIC would be limited to those additions net of retirements which are properly 
classified in the following NARUC! Uniform System of Accounts for Class A and B Water 
utilities (1976): 
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Eflmtive Date of Update 

July 1 

January I 

Period in Which DSIC-Eligible Plant Additions Made 

November 1 -April 30 

May I - October 3 1 
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Transmission and Distribution Mains 
Fire Mains 
Services 
Meters 
Meter Installations 
Hydrants 
Miscellaneous Equipment (Leak Detection Equipment) 

The Company would file DSIC updates with the Commission on a semi-mud 
basis to reflect eligible utility plant placed in service during the six-month period ending two 
months prior to each DSIC update, as illustrated below: 

Schedule 1: The Company's most recent balance sheet at the time of filing for a 
DSIC step increase. 

Schedule2: The Company's most recent income statement, including those 
systems for which tbe Company requests a DSIC step increase. 

Schedule 3: An earnings test schedule fox each system where the Company is 
requesting a DSIC step increase. The earnings test will reflect the Company's most recent 
financial data. 

ScheduleLC: A rate review schedule for each system showing the hcremenM 
and pro forma eff- of the step increase associated with the eligible DSIC capital costs on the 
financial data provided in Schedules 2 and 3. 

Schedule 5: A revenue requirement schedule showing the calcuIation of the 
required increase related to eligible RSIC capital costs for each system. The schedule would also 
indicate the current incremental increase, proposed monthly fixed basic service and volumetric 
charges for a customer with a 5/43'' x 3/4" meter. The required rate of return, gross conversion 
factor and depreciation rate would be the same rates approved in that system's last rate case. 

Schedule6: A schedule showing the surcharge calculation for eligible DSIC 
capital costs for each system. Fifty percent (50%) of recoverable capital costs would be in the 
form of a monthly fixed surcharge, and fifty percent (50%) would be in the form of a volumetric 
surcharge. The monthly fued surcharge would be s d e d  to each meter size, based on the 
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approved 5/8" x 3/4" equivalent capacity ratio. This schedule would atso provide idomation 
related to the number of customers by meter size imd the number of gallons soM. 

Schedde7: A rate base schedule for each system showing the rate base 
determined in the most recent rate case, as well as the most recent rate base calculated as of the 
date of the information provided in Schedules 1 and 2, both adjusted to reflect the inclusion of 
completed and in-service eligible DSIC facilities. 

Schedule 8: A Construction Work In Progress ledger showing monthly charges 
related to the construction of eligible DSIC facilities. 

Schedule 9: A schedule showing the calculation of the Company's general plant 
allocation methodology. 

Schedule 10: A typical bill analysis comparing bills for customers with a 5/8" x 
3/4" meter under present and proposed rates. 

4. The DSIC surcharge would be shown as a separate line item on each customer's 
bill. At least twice per year, the Company would be required to print a message on each 
customer's bill explaining the DSIC surcharge and indicating the progress made on replacing 
aging infiasmctwe. 

5. The DSZC would be phased-in over time and capped at seven and one-half percent 
(7.5%) of the annual amount billed to customers under otherwise applicable rates and charges. 

6. The DSIC would be reset to zero, as of the effective date of each new g e n d  rate 
case, by inclusion of the DSIC-eligible plant in rate base used to set base rates in the general rate 
case. Thereafter, new DSIC-eligible utility plant additions not included in the general rate w e  
would form the basis for the new semi-annual DSIC filings. No DSIC filing would be made: if, 
in any semi-annual period, the system for which the filing is made i s  earning a rate of return that 
exceeds the rate of retum that would be used to calculate the revenue requirement under the 
DSIC. 

Customer Benefits 

Customer benefits associated with a DSIC include improved water quality, fire protection 
and public dew, increased water pressure, decrwed water loss, reduced main breaks and fewer 
service interruptions. Additionally, implementation of a DSIC would help lead to rate stability, 
improve affordability and avoid large or sudden rate increases. 

Failing distribution infrastructure often results in a number of cusbmer service issues 
ranging fiom service interruptions for a single customer to larger problems involving service 
outages for hundreds of customers. Additionally, leaking water mains and m i c e  lines r d t  in 
tnillions of gallons of treated water lost every year. While the Company's leak detection and 
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repair program has made progress in reducing the amount of water lost to leaks and breaks, the 
distribution system replacement plan and the DSIC mechanism proposed here by the Company 
are practical ways to make real progress towards updating and improving integrity and reliability 
of the distribution system, as well as reducing customer outages caused by distribution system 
failures. 

The National Regulatory Research Institute ("NRRI''), in its publication Efictive 
Regulation: Guidance .for Public-lnterest Decision Makers, cited infrastructure replacement as 
posing several challenges for utilities and regulatory commissions, including how to finance 
infrastructure replacements such that rates increase gradually (as opposed to sudden spikes) 
while maintaining the utilities financial stability? Implementation of a DSIC would help mwt 
those gods by providing the Company with the necessary financial means to invest in 
replacement of its aging infrastructure, and would allow it to make these investments in orderly, 
scheduled, incremental steps. Additionally, implementing a DSJC would mitigate the rate 
impact on customers by providing small, regular rate increases, rather than large, imgdar 
increases that make customer af'fordability and acceptance More difficult. 

Based on $2.5 million of infrastructure to be replaced, the impact on a t ical residenw 
customer's monthly bill in the Pinal Valley water system would be $0.87' Even at fie 
maximum capped amount of seven and one-half percent (7.5%), the average monthly residential 
bill would not increase by more than $2.58. In a recent IIT Value of Water Survey, nearly one 
in four American voters is "very concerned" about the state of the nation's water infrastructllre 
and, when asked, two-thirds responded that they' were willing to pay an average of $6.20 more 
per month to upgrade water infkstructure." While each customer may hold a different view of 
how much they would be Willing to pay to replace infrastructure, it is interesting to note that, in 
this survey and the comments expressed by PPUC Commissioner Brownell, customers appear to 
support increased water rates for necessary infrastructure replacement. 

Conclusiw 

Water distribution systems have a limited life and must eventually be replaced. The 
replacement of aging water system infrastructure? however, requires the replacement of dl utility 
plant, whether fhded initially by contributions, refbndable advances, or utility investments. 
This single issue is a primary focus of discussions at the NARUC!, the American Water Works 
Association, the ASCE, the EPA and other organizations. The scope of this issue is so large, in 
fact, that the capital investments identified by the EPA in a recent national survey shows that 
hundreds of billions of dollars in capital investments are needed to replace aging water system 
inhstmcture in this country. 
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In a detailed study focusing on its Superstition, Pinal Valley, Bisbee arid Oracle service 
areas, the Company identified over $102 million in critically needed water main and service line 
replacements. These replacements are needed to improve service reliability, increase pressure, 
decrease water losses and to enhance fire protection and public safety. The current rate structure 
will not allow for these critically needed investments. Battered in recent years by steep increases 
in debt and expenses, the Company has been unable to recover its cost of service for a number of 
years. In this type of financial environment, prudent management would lead the Company to 
slash its capital spending to the minimum, not to increase its capital spending. Yet, it is in this 
environment that the Company faces an order from the Commission to reduce its water losses, 
which requires replacement of aging water distribution infrastnrcture. Analyses conducted by 
the Company's engineering staff show that significant water main and service line replacements 
are immediately necessary for a number of its system and, ultimately, for all of its systems, to 
ensure the integrity of the distribution system. 

Even if it were possible for the Company to h d  these much needed water distribution 
system replacements under traditional rate making, the resulting steep increases in customer rate 
could create a hadship for customers. A better way to achieve these goals is the adoption of the 
DSIC as outlined in this study. This would result in gradual increases in customers' bills withow 
the impacts resulting from traditiond ratemaking, while providing the Company a way to recover 
its cost of these investments in water distribution system improvements. Therefore, the 
Company urges the Commission to carefidly consider the information presented in this study to 
develop a DSIC procedure as a ratemaking tool to address the urgent need for water distribution 
system replacements. 
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Pet i~on of Philadelphia Suburban Water Company for Approval to Implement a Tariff 
Supplement Establishing a Distribution System Improvement Cbarge; Doc. No. p- 

00961036 

126 Pa&. 41490) 

Commissioners Present: John M. Quain, Chairperson; Lisa Crutchfield, Vice 
Chairperson; John Hanger; Robert K. Bloom 

Public meeting held 
August 22,1996 

Opinion and Order 

By the Commission: 

I. Background 

On March 20, 1996, the Philadelphia Suburban Water Company (PSWC or company) filed the above- 
referenced petition with this Commission requesting regulatory approval to file and implement an 
automatic adjustment clause tariff that would establish a Distribution System Improvement Charge 
(DSIC or surcharge) under section 1307(a) of the Public Utility Code. 66 Pa.C.S. 5 1307(a). Section 
1307 (a) provides statutory authority for a utility to establish, subject to Commission review and 
approval, a tariffed automatic adjustment clause mechanism designed to provide "a just and reasonable 
return on the rate base" of the public utiIity. 

- 

As proposed by PSWC, the DSIC would operate to recover the fixed costs (depreciation and pre-tax 
return) of certain nonrev&ue producing, nonexpense reducing infrastructure rehabilitation projects 
completed and placed in service between section 1308 base rate cases. The company maintains that the 
property additions eligible for the DSIC will be limited to revenue neutral infrastructure projects, 
consisting principally of replacement illvestmefits in so-called ''mass property" accounts. The DSIC js 
designed to provide the company with the resources it needs to accelerate its investment in new utility 
plant to replace aging water distribution infrastructure, facilitating compliance with evolving regulatory 
requirements imposed by the Safe Drinking Water Act (SDWA) and the implementation of solutions to 
regional water supply problems. 

To illustrate its point, the company states that it has 3,180 miles of mains, that it is currently 
rehabilitating approximately 15 miles of main each year, and that, at that pace, it would require 

_approximately 212 years to make all of the needed improvements to existing facilities. The company also 
states that water service, more than any other utility service, is critical to maintaining public health 
water is "a necessity of life and vital for public fire protection services." Petition at 3. 

The company alleges that the DSIC may enable it to break out of a cycle, imposed on it by its capital 
investment needs, of filing base rate relief every 15 months. Any reduction in rate case filing frequency 
would generate costs savings which would inure to the benefit of customers and the Commission. In its 
petition, the company proposes certain accounts for recovery, time-frames and other procedures to be 
followed in implementing the DSIC. The details of those procedures will be discussed below. 
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To begin with, the company proposes that the DSIC become effective for service rendered 011 and after 
July 1, 1996. The company also proposes that the initial charge to be calculated would recover the fixed 
costs of eligibie plant additions that have not previously been rei7 ected in the company's rate base and 
will have been placed in service between January 1,1996 and May 31, 1996. Thereafter, the company 
proposes to update the DSIC on a quarterly basis to reflect eligible plant additions placed in service 
during the 3-month periods ending 1 month prior to the effective date of each DSIC update. Petition at 3- 
4. 

The company also proposes that the DSIC be capped at 5% of the amount billed to customers under 
otherwise applicable rates and charges, exclusive of amounts recovered under the State Tax Adjustment 
Surcharge (STAS). If the cap is reached, the company would not seek any additional increases. Petition 
at 4. 

As with any section 1307 automatic adjustment clause, the DSIC will be subject to an annual 
reconciliation, whereby the revenue received under the DSIC for the reconciliation period will be 
compared to the Company's eligible costs for that period. The difference between such revenues and 
costs will be recouped or refunded to customers, as appropriate, in accordance with section 1307(e). 
Petition at 5. 

Lastly, in terms of procedures, the company proposes that the DSIC will be reset to zero as of the 
effective date of new section 1308 base rates that provide for prospective recovery of the annual costs 
that had previously been recovered under the DSIC. Petition at 5. And to avoid over recovery of costs in 
the absence of a base rate case, the company also proposed that the DSIC will be reset to zero if, in ally 
quarter, data filed with the Commission in the company's then most recent Annual or Quarterly Earnings 
Report shows that the company will earn a rate of return that would exceed the rate of return used to 
calculate its fvred costs under the DSIC. Petition at 5. 

In terms of the legaI issues raised by its petition, the company also states that its proposed automatic 
adjustment clause and procedures are lawful for a number of reasons found in statutory and case law. 
Withregard to statutory law, PSWC states that section 1307(a) of the Public Utility Code, 66 Pa.C.S. 
5 1307(a), provides that a company may establish a sliding scale of rates or such other method for fie 
automatic adjustment of the rates to recover a variety of costs. Petition at 19. Moreover, the company h a  
cited circumstances in which the Commission has authorized the use of section 1307(a) automatic 
adjustment clauses to recover a wide array of expenses, depreciation and capital costs. See Pennsylvania 
Industrid Energy Coalition V. Pa. P. U.C., 653 A.2d 1336 (Pa. Cmwlth. 1995) (PIEC) (recovery of 
electric utilities' demand-side management costs); 52 Pa. Code 5 69.181 (recovery of gas utilities' or 
pay liabilities to pipeline suppliers); 52 Pa. Code 5 69.341(b) (recovery of gas utilities' gas supply 
realignment costs agd stranded costs resulting from Federal Energy Regulatory Cornmission Order 636); 
and 52 Pa. Code 5 69.353 (recovery of water utjlitjes' principal and interest due on PennVEST 
obligations). Petition at 20-21. 

Answers were fifed by the Office of Trial Staff (OTS) (Answer filed April 9,1996), the Office of 
Small Business Advocate (OSBA) (Answer filed May 3,1996) and the Office of Consumer Advocate 
(OCA) (Comments and testimony filed May 6, 1996). Protests to the petition were also filed by many 
individual customers. 

In its answer, the OTS requests that the Commission deny the company's petition based on legai and 
technical grounds. With regard to the legal objections, the OTS argues that, since the facilities are l l ~ i e ~ ' '  
facilities, the company is attempting to circumvent a base rate review through the use of a surcharge, in 
vioIation of the Court's decisian in PIEC. 

The OSBA's answer did not submit legal arguments opposing the implementation of the DSIC. Rather, 
the OSBA has requested that the Commission conduct a thorough investigation regarding the 
reasonableness and lawfulness of the proposed tariff supplement as they affect the company's various 
customer classes. 

In its comments, the OCA argues against the implementation of the DSIC alleging that the company 
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S 

A. Legak Issues 

In Pennsylvania, utility costs are recovered from customers through section 1308 base rates and 
through section 1307 automatic adjustment clauses. The purpos 
clause is to provide an automatic mechanism enabling utilities 

a section 1307 automatic adjustmelit 

Pa. 71, 75 n.3, 459 A.2d 1218, 
ovides that the automatic 

amounts and to 

ost recovery for certain 

P. U. C., 473 A.2d 1 109, I 121 (Pa. Cmwlth. 1984), the Commonwealth Court held that the purpose of 
section 1307 ofthe code is to permit reflection in customer charges of changes in one component ofa 
utility’s cost of providing public service without the necessity 
inquiry” required in a section 1308 base rate case. Moreover, 
Commonwealth Court adopted the Commission’s legal position that its use of section 1307 was not 
limited to fuel and purchased power costs. At the same time, the Commonwealth Court cautioned that 
section 1307 should have limited application and should not override the traditional ratemaking process. 
PIEC at 1349. In determining wh 
mechanism, the Court wrote: 

oad, costly and time-consuming 
1995 PJEC decision, tlie 

SM costs could be recovered through the sectioll 1307 

Although we agree that Section 1307 should have limited application and the PUC should 
not use it to disassemble the 
limit the alkowance of autom 

se in section I3 19 
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recovery of development costs of the DSM programs via section 1307. However, the Court also 
recognized that the language of section 1307 is not limited to a narrow set of costs (as advocated by the 

s&s.sz=- 

Turning 
distributio 
tailored to recover a specific category of utii 

WC proposal to file and implement an automatic adjustment clause to recover its 
improvement costs, we find that the proposal is appropriately limited and narrowly 

--the incremental fixed costs (depreciation and pre- 

Additionally, we find that sections 1307(d) and (e) provide broad auditing powers to the Commission 
and a formal reconciliation mechanism to carefirlly monitor the operation of such a surcharge. Wble 

ion 1307(d) is add ed to fuel cost adjustment audits, we do not view the Commission's 
ent clauses as limited to only foe1 costs, given the broad auditing 

and investigative powers granted to the Commission via sections 504, 505,506, and 516 of the Public 
Utility Code. 66 Pa.C.S. $9 504, 505, 506, 516. Nor would we be likely to approve a utility's request for 
approval of an automatic adjustment clause in the absence of its complete agreement that the 
Commission has such auditing powers. Moreover, section 1307(e) provides for a mandatory annual 
reconciliation report regarding the rev 
and a "public hearing on the substance o 
utility" of the automatic adjustment clau 
proposal will be subject to the Cornmiss 
hearings. 

an automatic adjustment clause 
aining to the use by such public 

reconciliation report and public 
, the costs to be recovered via the company's DSIC 

3. General Tar 

utility's section 1307 propos 
mple tariff language is conta 

t accounts by type and account number; 

rovision to include ry of main extension stalled to implement solutions to regional water 
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supply problems that have been documented as presenting a significant public health and safety concern 
to existing customers; 

--specification that the costs of projects funded by PENNVEST loans are not eligible; 

--provision of a prospective January 1, 1997 effective date for the tariff supplement and the property 
eligible for the initial filing; 

--ifmore than 2 years have elapsed since the utility's last base rate case, use of the equity return rate 
determined by staff and specified in the latest Quarterly Earnings Report released by the Commission; 

--greater specification of the depreciation and pretax return elements in the formula to calculate the 
DSIC; 

--added provision to provide interest to consumers for any over recoveries during operation of the 
DSlC; and 

--provision for customer notice of any DSIC changes. 

Thus, use of the sample tariff language will fully explain the DSIC computation, including a listing of 
DSIC eligible property and related account numbers, so that in future years the purpose and intent ofthe 
DSIC surcharge will be apparent from reading only the tariff supplement. Additionally, the inclusion of 
plant account numbers and descriptions of property eligible for DSIC cost recovery parallels the forillat 
used for other section 1307 surcharges, such as the ECR for electric utilities, the GCR for gas 
distribution utilities and the SCR for steam heat companies. 

With these changes to PSWC's ptoposal, the eligible property, filing dates, parameters, and Consumer 
safeguards have been significantly strengthened. In p tku la r ,  we note here that the provisious (1) for 
resetting the DSIC to zero if the company's rate of return exceeds its allowable rate of return, and (2) for 
resetting the DSIC to zero as of the effective date of new section 1308 base rates that pravide for 
prospective recovery of the eligibIe plant costs both serve as effective and reliable rate mechanisms to 
insure that the DSIC automatic adjustment clause will not produce rates in excess of a fair return to the 
utility, as required by section 1307(a). We also note that the provision of a 5% of billed revenues cap 011 
the maximum amount of any DSIC insures that the surcharge mechanism will not evade the section 1308 
base rate process and its intensive top-to-bottom review of all company revenue, expense, rate base and 
return claims. See Appendix A. In other words, the 5% cap will insure that the surcharge will not allow 
the company to avoid a base rate review of the eligible property in perpetuity. 

Accordingly, although we are denying the PS WC petition to the extent that it requests permission to 
file and implement a section 1307(a) tariff supplement to implement a surcharge as set forth in its 
Exhibit A, we invite the company to file a new tariff supplement consistent with the parameters outlined 
in the sample tariff language set forth in Appendix A to this order. The sample tariff language in 
Appendix A is identical to that recommended for the Pennsylvania-American Water Company at Docket 
No. P-0096103 1 which has also requested permission to file a DSIC surcharge. 

As with other section 1307 tariff filings, the new tariff supplement would provide for a notice period of 
no less than 60 days to allow sufficient time for staff review of the proposed tariff supplement and its 
initial rates for consistency with the sample tariff language and for accuracy of the plant account, 
depreciation, pre-tax return and other elements of the DSIC calculation. If recommended for approval by 
staff and formally approved by the Commission, the tariff supplement and initial rates to implement the 
DSIC will be permitted to go into effect, subject to the outcome of any timely filed complaints. 
Subsequent quarterly updates, however, may be filed on 10 days notice as originally proposed by the 
company. Therefore, 

It Is Ordered That: 

1. The petition filed by the Philadelphia Suburban Water Company (PSWC) to file and implement a 
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section 1307(a) automatic adjustment clause tariff that would establish a Distribution System 
Improvement Charge (DSIC) is hereby approved in part and denied in part consistent with this order. 

2. All protests, answers and other objections filed with respect to the PSWC petition are hereby 
granted in part and denied in part consistent with this order. 

3. Any complaints regarding the rates to be charged pursuant to a DSIC tariff supplement may be filed 
if and when PSWC files a tariff supplement with specific rates in accordance with the tariff parameters 
outlined by this order. 

4. The parameters set forth in the Appendix A are hereby adopted to serve as sample tariff language to 
be implemented for tariff supplements to establish a DSIC. 

5. The normal auditing, reconciliation, reporting and public hearing procedures applicable to all 1307 
(e) filings will likewise apply to all DSIC tariff supplements. 

6. This order be published in'the Pennsylvania Bulletin. 

7. This order be served apon Philadelphia Suburban Water Company, the Office of Consumer 
Advocate, the Office of Small Business Advocate, the Office of Trial Staff and the National Association 
of Water Companies. 

JOHN G. ALFORD, 
Secretary 

APPENDIX A 

Sample Tarif€ Language 

Distribution System Improvement Charge (DSIC) 

I. General Description 

Purpose: To recover the fixed costs (depreciation and pre-tax return) of certain nonrevenue producing, 
nonexpense reducing distribution system improvement projects completed and placed in service and to 
be recorded in the individual accounts, as noted below, between base rate cases and to provide the 
Company with the resources to accelerate the replacement of aging water distribution infrastructure, to 
comply with evolving regulatory requirements imposed by the Safe Drinking Water Act and to develop 
and implement solutions to regional water supply problems. The costs of extending facilities to sewe 
new customers are not recoverable through the DSIC. Also, Company projects receiving P E W S T  
funding are not DSIC-eligible property. 

Eligible Property: The DSIC-eligible property will consist of the following: 

--services (account 323), meters (account 324) and hydrants (account 325) installed as in-kind 
replacements for customers; 

--mains and valves (account 322) installed as replacements for existing facilities that have worn out, 
are in deteriorated condition, or upgraded to meet Chapter 65 regulations of Title 52; 

--main extensions (account 322) installed to eIiminate dead ends and to implement solutions to regional 
water supply problems that have been documented as presenting a significant health and safety concern 
for customers currently receiving service from the company or the acquired Company; 

--main cIeaning and relining (account 322) projects; and 
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--unreimbursed funds related to capital projects to relocate Company facilities due to highway 
relocations. 

E'ective Date: The DSIC will become effective for bills rendered on and after January 1, 1997, 

11. Computation of the DSIC 

Calculation: The initial charge, effective January 1, 1997, shall be calculated to recover the fixed costs 
of eligible plant additions that have not previously been reflected in the Company's rate base and will 
have been placed in service between September 1,1996, and November 30,1996. Thereafter, the DSIC 
will be updated on a quarterly basis to reflect eligible plant additions placed in service during the 3- 
month periods ending 1 month prior to the effective date'of each DSIC update. Thus, changes in the 
DSIC rate will occur as follows: 

Effective Date Date To Which DSIC-Eligible 
of Change Plant Addition Reflected 
April 1 February 28 
July 1 May 30 
October 1 August 31 
January 1 November 30 

The fixed costs of eligible distribution system improvement projects will consist of depreciation and 
pre-tax return, calculated as follows: 

Depreciation: The depreciation expense will be calculated by applying to the original cost of DSIC- 
eligible property the annual accrual rates employed in the Company's last base rate case for the plant 
accounts in which each retirement unit of DSIC-eligible property is recorded. 

Pre-tax return: The pre-tax return will be calculated using the State and Federal income tax rates, the 
Company's actual capital structure and actual cost rates for long-term debt and preferred stock as of the 
last day of the 3-month period ending I month prior to the effective date of the DSIC and subsequent 
updates. The cost of equity will be the equity return rate approved in the Company's last fully-litigated 
base rate proceeding .for which a final order was entered not more than 2 years prior to the effective date 
ofthe DSIC. If more than 2 years shall have elapsed between the entry of such a final order and the 
effective date of the DSIC, then the equity return rate used in the calculation will be the equity return rate 
calculated by the Commission Staff in the latest Quarterly Report on the Earnings of Jurisdictional 
Utilities released by the Commission. 

DISC Surcharge Amount: The charge will be expressed as a percentage carried to two decimal places 
and will be applied to the total amount billed to each customer under the Company's otherwise applicable 
rates and charges, excluding amounts billed for public fire protection service and the State Tax 
Adjustment Surcharge (STAS). TO calculate the DSIC, one-fourth of the annual fixed costs associated 
with all property eligible for cost recovery under the DSIC will be divided by the Company's projected 
revenue for sales of water for the quarterly period during which the charge will be collected, exclusive of 
revenues from public fire protection service and the STAS. 

Where: 
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DSI = fie original cost of eligible distribution system improvement projects. 
PTRR the pre-tax return rate applicable to eligible distribution system improvement projects. 

Dep = Depreciation expense related to eligible distribution system improvement projects. 
e = the amount calculated under the annual reconciliation feature as described below. 
PQR = Projected quarterly revenue including any revenue from acquired companies that are now being 

charged the rates of the acquiring company. 

- - 

Quarterly updates: Supporting data for each quarterly update will be filed with the Commission and 
served upon the Office of Trial Staff, the Office of Consumer Advocate and the Office of Small Business 
Advocate at least 10 days prior to the effective date of the update. 

111. Safeguards 

Cap: The DSIC will be capped at 5% of the amount billed to customers under otherwise applicable 
rates and charges. 

Audjt/ReconciZiation: The DSIC will be subject to audit at intervals determined by the Commissioii. It 
will also be subject to annual reconciliation based on a reconciliation period consisting of the 12 months 
ending December 3 1 of each year. The revenue received under the DSIC for the reconciliation period 
will be compared to the Company's eligible costs for that period. The difference between revenue and 
costs will be recouped or refunded, as appropriate, in accordance with section 1307(e), over a 1 year 
period commencing on April 1 of each year. If DSIC revenues exceed DSIC-eligible costs, such 
overcollections will be refitnded with interest. Interest on the overcollections will be calculated at the 
residential mortgage lending specified by the Secretary of Banking in accordance with the Loail Interest 
and Protection Law (41 P. S. $ 101, et seq.) and will be rehnded in the same manner as an 
overcollection. 

New Base Rates: The charge will be reset at zero as of the effective date of new base rates that provide 
for prospective recovery of the annual costs that had theretofore been recovered under the DSIC. 
Thereafter, only the fixed costs of new eligible plant additions, that have not previously been reflected in 
the Company's rate base, would be reflected in the quarterly updates of the DSIC. 

Earning Reports: The charge will also be reset at zero if, in any quarter, data filed with .the 
Commission in the Company's then most recent Annual or Quarterly Earnings reports show that the 
Company will earn a rate of return that would exceed the allowable rate of return used to calculate its 
fixed costs under the DSIC as described in the Pre-tax return section. 

Customer Notice: Customers shall be notified of changes in the DSIC by including appropriate 
information on the first bill they receive following any change. An explanatory bill insert shall also be 
included with the first billing. 

[Pa.B. Doc. No. 96-1560. Filed for public inspection September 13, 1996,Y:OO a.m.] 

No part of the information on this site may be reproduced for profit or sold for profit. 

This material has been drawn directly fi-om the official Pennsylvania Bulletin full text database. Due to 
the limitations of HTML or differences in display capabilities of different browsers, this version may 
differ slightly from the official printed version. 

I_ ---- _--I_.__ 
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Resolutiofi Supporting Consideration of Regulatory Policies Deemed as ‘Best Practices” 

WHEREAS, A number of innovative regulatory policies and mechanisms have been implemented 
by public utility commissions throughout the United States which have contributed to the ability of 
the water industry to effectively meet water quality and infiastructure challenges; and 

WPIEREAS, The capacity of such policies and mechanism to facilitate resolution of these 
challenges in appropriate circumstances supports identification of such policies and mechanisms as 
“best practices”; and 

WHEREAS, During a recent educational dialogue, the “2005 NAWC Water Policy Forum,” held 
among representatives from the water industry, State economic regulators, and State and federal 
drinking water program administrators, participants discussed (consensus was not sought nor 
determined) and identified over 30 innovative policies and mechanisms that have been summarized 
in a report of the Forum to be available on the website of the Committee on Water at 
www.naruc.org; and 

WHEREAS, As public utility commissions continue to grapple with finding solutions to meet the 
myriad water and wastewater industry challenges, the Committee on Water hereby acknowledges 
the Forum’s S u m m v  Report as a starting point in a commission’s review of available and proven 
regulatory mechanisms whenever additional regulatory policies and mechanisms are being 
considered; and 

WHEREAS, To meet the challenges of the water and wastewater industry which may face a 
combined capital investment requirement nearing one trillion dollars over a 20-year period, the 
following policies and mechanisms were identified to help ensure sustainable practices in 
promoting needed capital investment and cost-effective rates: a) the use of prospectively relevant 
test years; b) the distribution system improvement charge; c) construction work in progress; d> pass- 
through adjustments; e) staff-assisted rate cases; f )  consolidation to achieve economies of scale; g) 
acquisition adjustment policies to promote consolidation and elimination of non-viable systems; h) 
a streamlined rate case process; i) mediation and settlement procedures; j) defined timefi-ames for 
rate cases; k) integrated water resource management; 1) a fair return on capital investment; and m) 
improved communications with ratepayers and stakeholders; md 

WHEREAS, Due to the massive capital investment required to meet current and future water 
quality and infrastructure requirements, adequately adjusting allowed equity returns to recognize 
industry risk in order to provide a fair return on invested capital was recognized as crucial; and 

3 

WHEREAS, In light of the possibility that rate increases necessary to remediate aging 
infiastructure to comply with increasing water quality standards could aversely affect the 
affordability of water service to some customers, the following were identified as best practices to 
address these concerns: a) rate case phase-ins; b) innovative payment arrangements; c) allowing the 
consolidation of rates (“Single Tariff Pricing”) of a multi-divisional water utility to spread capital 
costs over a larger base of customers; and d) targeted customer assistance programs; and 

WHEREAS, Small water company viability issues continue to be a challenge for regulators, 
drinking water program administrators and the water industry; best practices identified by Forum 
participants include: a) stakeholder collaboration; b) a memoranda of understanding among relevant 



State agencies and health departments; c) condemnation and receivership authority; and d) capacity 
development planning; urd 

WHEREAS, The U.S. Environmental Protection Agency’s “Four-Pillar Approach” was discussed 
as yet another best practice essential for water and wastewater systems to sustain a robust and 
sustainable infrastructure to comprehensively ensure safe drinking water and clean wastewater, 
including: a) better management at the local or facility level; b) hll-cost pricing; c) water efficiency 
or water conservation; and d) adopting the watershed approach, all of which economic regulators 
can help promote; and 

WHEREAS, State drinking water program administrators emphasized the following mechanisms 
which Forum participants identified as best practices: a) active and effective security programs; b) 
interagency coordination to assist with new water quality regulation development and 
implementation, such as a memorandum of understanding; c) expanded technical assistance for 
small water systems; d) data system modernization to improve data reliability; e) effective 
administration and oversight of the Drinking Water State Revolving Fund to maximize 
infrastructure remediation, along with pennitting investor owned water companies access in all 
States; r) the move fkom source water assessment to actual protection; and g) providing State 
drinking water programs with adequate resources to carry out their mandates; now therefore be it 

RESOLVED, That the National Association of Regulatory Utility Commissioners (NARUC), 
convened in its July 2005 Summer Meetings in Austin, Texas, conceptually supports review and 
consideration of the innovative regulatory policies and practices identified herein as “best 
practices;” and be itjiwther 

RESOLVED, That NARUC recommends that economic regulators consider and adopt as many as 
appropriate of the regulatory mechanisms identified herein as best practices; and be itfirrther 

RESOLVED, That the Committee on Water stands ready to assist economic regulators with 
implementation of any of the best practices set forth within this Resolution. 

Sponsored by the Committee on Water 
Adopted by fhe NARUC Board of Directors July 27, 2005 
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P E N N S m V m  PUBLIC UTILITY COMMISSION 
HAWIRI[SBURG, PENNSYLVANIA 1’71053265 

Petition of Pennsylvania-American Water 

Tariff Supplement ... Revising the Distribution 
Distribution System Improvement Charge 

Public Meeting held July 11,2007 

Docket No.: P-00062241, et aL 
Company for Approval to Implement a JUE-200’l-OSA-0161* 

MOTION OF CHAIRMAN WENDELL F. HOLLAND 

Before us for consideration is the Petition filed by the Pennsylvania American 
Water Company for approval to implement a tariff supplement revising the distribution 
system improvement charge (“DSIC”). The revision being sought is a request to raise the 
DSIC cap from 5% of billed revenues to 7.5% on DSIC eligible infrastructure.’ 
Administrative Law Judge Wayne L. Weismandel issued a Recommended Decision 
which denied the Petition. I disagree with the Recommended Decision and instead will 
move to grant Pennsylvania-America’s Exceptions which succinctly clarify the 
Petition’s consistency with the purpose of DSIC, along with providing ample support as 
to the benefits expected to accrue to ratepayers with a 7.5% DSIC cap. 

If there were ever a regulatory tool literally created right here in Pennsylvania that 
is recognized as a bgst practice around the country it is the DSIC. Its main features are 
that it is: 

5 Pro-environmental as it significantly decreases line loss of one of our most 
precious resources; 

0 Promotes a major objective of this Administration and this Legislature whch is to 
fix Pennsylvania’s aging mfkastructwe; and 

0 Promotes economic development as it creates hundreds of jobs. 

‘ I  Revenue neutral,projects allowed under DSIC include: main and valve replacement, main cleaning 
and relining, fire hydrant replacement, main extensions to eliminate dead ends, solutions to regionalization projects 
and meter change outs. 



Background 

1. National View 

The DSIC mechanism is one of the most important regulatory tools ofthe past 
decade. It has been cited by the National Association of Regulatory Utility 
Commissioners as a “Best P~actice’’~ and it has been designated by the Council of State 
Governments as “Model Legi~lation.”~ Nationwide, it is common knowledge that 
infjrastructure is deteriorating throughout the country and this dilemma must be addressed 
in a timely, cost-effective mannm4 The U. S. Environmental Protection Agency cites a 
$276.8 billion need to upgrade or replace drinking water infi-astructure over the next 20 
years.5 Here in the Commonwealthy the state’s portion of drinking water infrastructure 
needs over 20 years totals $10.8 billion.6 

Many utilities were built more than a century ago and much of today’s plant in 
service requires expensive upgrading. The unprecedented magnitude of the extent of 
needed infrastructure upgrades, along with the high cost, call for innovative solutions. 
Mains that were first placed into the ground a century ago cost approximately $1 a foot. 
Today, the remediation or replacement costs range from $61 to $100 per foot. Under 
traditional ratemaking, the pace of remediation ranged &om a few hundred years to 900 
years, or not in any way nearing a realistic timeframe to match the actual service lives of 
mains (approximately 75- 125 years, with exceptions based on materials and soils). 
Legislatures in six other states recognized that a new regulatory mechanism was needed 
to accelerate the pace of infi-astructure upgrades at a reasonable cost. DSIC has been a 
key response toward resolving flus challenge. 

2. Pennsyivania Perspective 

Prior to DSIC’s implementation in 1997, Pennsylvdnia-American’s timefi-ame to 
upgrade its existing, aging infrastructure was 225 years.7 Following DSIC’s 
implementation, the timefiame was reduced by nearly 25% to I70 years. A critical factor 
is that with its current increased investments in DSIC eligible projects over the 5% cap 
(the most recent’ quarterly filing reached 6.36%), the Company estimates a 33% 

2 

3 

NARUC Board of Directors, “Resolution Supporting Consideration of Regulatory Policies 

Council of State Governments, “Suggested State Legislation,” 2000 Volume 59, pages 44-45. 
Innumerable articles have documented this situation, among the most we1 known is the American 

Deemed as Best Practices,” July 27,2005. 

4 

society of Civil Engineers, “Report Card for America’s hfiastructure,” 2005; water and wastewater infrastructure 
received ‘ 
Assessment,” 2003. 

7 

8 As of Jan~ary 1,2007. 

ades of “D minus; the grade for American’s infrastructure overall was a “D.” 
U.S. Environmental Protection Agency, “Drinking Water Mastructure Needs Survey and 

Ibid, 
Other jurisdictional water companies faced similar or worse timeftames. 
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reduction to 1 12 years, which more realistically reflects actual service lives.’ Matching 
replacement with service life substantially improves service reliability. 

Infrastructure remediation and improved service and service reliability directly 
benefits customers. Upgrades of deteriorated mains are essential to reduce main breaks, 
service interruptions and unaccounted for water; and improve water quality, improve 
pressure, enhance fire protection, and achieve rate stability. Additional ratepayer benefits 
include these essential goals; DSIC: 

Promoted the acquisition of small and non- 
viable water systems, consistent with 
Commission policy (see 52 Pa. Code $4 69.71 1 
(relating to small and nonviable systems)); 
Promoted the regionalization of water systems, 
consistent with Commission policy (see 52 Pa. 
Code 569.721 (relating to acquisitions)); 
Reduced rate case expense by decreasing the 
frequency of base rate case filings; 
Allowed water utilities to aflord remediation 
projects that would have otherwise been cost- 
prohibitive; and 
Decreased main breaks, service interruptions, 
low pressure problems, and discolored water.” 

When DSIC’s implementation was approved by the Commission, several critical 
safeguards were established, including a cap of 5% of billed revenues.” Additional 
safeguards include: resetting the DSIC to zero at the time of the next base rate case or if 
the utility is over-earning; providing notice to customers of any change in the DSIC rate; 
audits are conducted as needed, and an annual reconciliation audit is conducted to 
ascertain any over or under-collections, with any over-collections being refunded with 
interest at the time of the next DSIC calculation. All mains or other DSIC eligible 
projects have been placed into service prior to DSIC charges being issued to customers 
and meet used and useful parameters, which are among the foundations of utility 
ratemaking principles. These safeguards remain untouched by the Company’s requested 
higher cap. 

9 

lo 

11 

Pennsylvania-American Main Brief, page 9. 
Aqua Pennsylvania, Inc. Correction to Amicus Curiae Brief, Docket Nos. P-00062241 and& 

Petition of Pennsylvania-American Water Company for Approval to Implement a Tariff 
00062241C-0001, p. 4. 

Supplement Establishing a Distribution System Improvement Charge, Docket No. P-0096103 1, Order entered 
August 16, 1996, see Attachment A, “Sample TariELanguage,” p. 4. The Petition was undergoing an appeal in 
commonwealth Court when an amendment was enacted by the Legislature to add a section to the Public Utility 
Code to expressly provide for the allowance of an automatic djustment charge for infrastructure remediation at 66 
pa. C.S. 41307 (g). The new section of the Statute was signed into law on December 18,1996. 
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The Company points out that: 

. . . under the ALJ’s criteria, there would not be a need for a 
DSIC at all, so long as a minimal level of adequate service 
was being rendered. Fortunately, the General Assembly had a 
broader vision and has provided the Commission with the 
tools to replace aging infiastructure in the Commonwealth. 
PAWC simply requests that the Commission use this tool and 
permit the Company to increase its DSIC percentage so that 
the purpose of the law can be realized.” 

Goal of An Increased Cap 

Penns ylvania-Aplerican recognized that its ideal spending level for infrastructure 
remediation “should be adequate to keep ace with the anticipated remaining usefhl life 
of the distribution system infrastructure.” 
accelerated its infrastructure upgrade program by over 50% and replaced 82 miles of 
mains. This can be compared with the pre-DSIC figure of replacing 25 miles per year. 
From DSIC’s inception in1997 until 2005, the Company replaced 47 miles of main, or 
0.56%. The 2006 increased rate of 0.90% has been maintained in 2007 at a DSIC level of 
6.36% for all of 2007, although it is only allowed to collect at 5%. As previously stated, 
the current accelerated rat6 should enable the Company to significantly reduce by 34% 
the amount of time it would take to make all of the needed improvements, from 
approximately170 years to 1 12 years.I4 

P The Company explained that in 2006 it 

The Company also noted its current focus on replacing smaller diameter mains due 
to its discovery that the were found to be a more frequent source of main breaks than 
larger diameter mains.” The Company states that an increased DSIC cap to 7.5% will 
support its efforts to accelerate the systematic replacement of its older small diameter 
mains. The company estimates it can reduce by about 20 years the time in which it will 
be able to make the needed improvements to this segment of its distribution system. The 
Company points out that in comparison, “an under-funded DSIC is more likely to result 
in more significant costs associated with unplanned or more extensive system repairs in 
the hture (e.g., more main breaks and service interruptions, higher levels of unaccounted 
for water, etc.).I6 

Pennsylvania-American Water Company Exceptions, Docket No. P-00062241, p. 11. 
Pennsylvania-American Water Company Main Brief, p. 9. 13 

l4 Ibid., pp. 8-9. 
Is Bid., p. 11. 
l6 Bid.,p. 12. 
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The Company has determined that a higher investment level is essential for it to 
keep pace with the anticipated remaining useful life of the distribution system 
infrastruct~re.’~ In fact, the Company summarizes the evidence presented in the instant 
case as revealing a choice between: 

. . . (1) providing the Company with adequate resources (a 
7.5% DSIC cap) to support a three-year or more base rate 
case filing cycle, or (2) providing the Company with more 
limited resources (a 5% DSIC cap) that would encoura e a 
more frequent base rate case cycle - every year or two. 7 8  

The Company summarizes further that: 

. . . the current DSIC cap of 5% will still be inadequate to 
provide the Company with resources adequate to achieve the 
Commission’s long term objective -to accelerate the 
replacement of PAWC’s efforts to accelerate its distribution 
system improvement program and encouraging the Company 
to make reasonable fkequent base rate case filings. l9 

A higher DSIC rate today is consistent with the legislative intent to economically 
accelerate infrastructure remediation: 

The DSIC more accurately reflects the ongoing investments 
and improvements that are made in the water distribution 
system versus the less frequent but larger step increases that 
would result fiom base rate increases without an 
appropriately funded DSIC. The timely recovery of the fixed 
costs of infrastructure replacement through the DSIC provides 
an incentive for increased and continued levels of capital 
infusion. This results in a stronger and more reliable water 
distribution system for both current and futwe customers.*’ 

Moreover, I note that Pennsylvania-America’s customers’ rates at the 5% DSIC 
rate average $1.75 a month. With a 7.5% DSIC, that rate will increase by $1.00 a month. 
It should be kept in mind that this rate will be reset to zero following the next base rate 
case (or at any time that the Company is over-earning) and it takes a number of billing 
cycles of progressive increases over a few years to rise to the allowed level of the cap. 

l7 Ibid., p. 9 
18 Pennsylvania-American Exceptions, p. 12. 

Bid. 
Penrisylvania-American Main Brief, p. 13. 

19 
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Most importantly, DSIC represents a dollar-for-dollar recovery of prudent expenses 
incurred for improving reliability to customers. 

In addition, a response is necessszry to the argument put forth by the Office of 
Consumer Advocate ((‘OCA’’) that simple presentation of expenses virtually guarantees 
recovery.*’ Expense recovery is granted only for those DSIC eligible projects that are 
prudently incurred, in service and used and useful. In raising the level of DSIC expense 
recovery, we clearly intend to continue its cautious use. Contrary to the OCA’S reference 
to the reasoning of the Commonwealth Court in the recent Collection System 
Improvement Charge the DSK review and audit process includes a 
determination of compliance and prudency. Hence, the Court’s reference to recovery of 
projects being relatively automatic (using the example of a solid gold manhole cover 
being allowed, provided the expense was made and submitted) is simply not accurate nor 
reflective of the extensive and thorough DSIC review process. 

Finally, 1 am mindful of the value of DSIC: “its success cannot be denied. It is 
now time to improve upon that success by allowing an incremental increase in the cap.’923 
I wholeheartedly agree. 

THEREFORE, I MOVE: 

1. 
Weismandel is rejected, consistent with this Motion; 

That the Recommended Decision of Administrative Law Judge Wayne L. 

2. That the Exceptions of the Pennsylvania-American Water Company are granted; 

3. 
supplement revising the distribution system improvement charge is granted. 

That the Petition of Pennsylvania-American Water Company to implement a tariff 

4. 
with this Motion. 

That the Office of Special Assistants shall prepare the appropriate order consistent 

DATE WENDELL F. HOLLAND, CHAIRMAN 

Office of Consumer Advocate Main Brief, p. 12. 
PopowsRy Y. Pa. PUG 869 k 2 d  1144,1156 (2005). 
Aqua Pennsylvania Amicus Curiae Brief, p. 3. 
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934 NATIONAL REGULATORY RESEARCH INSTITUTE http://www.nrri,org 

- .  - 

INFRASTRUCTURE WEPUGEMEN'P AND ASSET MANAGEMENT1' 
Surveys conducted by the EPA suggest that the need for water and wastewater infrastructure improve- 
ment and replacement (both privately and publicly owned) over the next 20 years is between $500 
billion and $1 trillion, This dollar level reflects a growing need across the nation to replace water and 
sewer pipes and other water and wastewater facilities as they approach the end of their useful lives. 

The reason for this surge in infrastructure needs stems from the population boom and economic growth 
at the end of World War IT. During those post-was years, there was unprecedented industrial, business, 
commercial and residential development, along with the water and wastewater infrastructure to sup- 
port it. That infrastructure is now reaching the age when it is beginning to wear out and needs to be 
upgraded or replaced. Water and wastewater utilities need to manage those assets actively or risk 
adverse economic consequences, such as unplanned system failures, increased maintenance costs, and 
unbudgered repair and replacement costs. Depending on the length of the useful life of various compo- 
nents, the need to replace this infrastructure will continue over the next several decades. 

WATER: THE INDUSTRY AT A GLANCE 135 

Many utilities have conducted plans consisting of a complete assessment of utility facilities and assets, 
including a determination of the condition and remaining useful life of each component of the system, 
right down to each segment of buried pipe. Components of the system are also rated in terms of criti- 
cality for operation of the system. A model is often developed based on asset condition, criticality, and 
other relevant factors to prioritize the infrastructure replacement and improvement needs over time. 
Costs are then applied to determine reinvestment needs over time. 

The goal of these plans is to determine a reinvestment theline that will allow continued operation of 
critical infrastructure throughout its useful life, but will ensure repIacement before it fails and before 
maintenance costs increase dramatically. Planners then can prepare infrastructure replacement sched- 
ules and budgets that will spread out the costs of improvements over a pre-established planning hori- 
zon. This scheduling and budgeting will avoid unplanned maintenance and capital costs to the utility 
while maintaining efficient operation of the system. 

This situation poses several challenges for utilities and regulatory commissions. One challenge is how to 
finance the necessary infrastructure replacements such that (a) rates increase gradually (as opposed to 
sudden spikes in rates) while (b) maintaining the utilities' financial stability. A second challenge is ensur- 
ing that the large expenditures are made prudently, so as to win and sustain customer trust and political 
credibility. Adding to the challenge is the absence, for most utilities, of a designated fund available to 
replace aging infrastructure-an absence attributable to ratemaking practices which have kept deprecia- 
tion rates low and have disallowed or discouraged rate recovery of contributions in aid of construction. 

http://www.nrri,org
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j ti I r b u * i , i ~ ~  11': -: in t ill! n st&! II an d 
agricultural businesses- 
among the heaviest water 
users-rank it second, 
after only electricity 

Abo!~t3iim ~ U I P G ? ~    MI^ of *U:OR_~Q 
American voters and 
b usi nesses * say disrupt ions 
in the water system would 
have direct and personal 
consequences 

Too many take clean water for 
granted: 69% of voters, 72% 
of businesses* 

v ~ ~ , P ~ B ' B  ~ d ~ d ,  U.S. voters and 
businesses* do express concern 
about our nation's water. 

Nearly one in four American voters is 

"very concerned" about t h e  state of the 

nation's water infrastructure 

29% percent of voters agree that 
water pipes and systems in America 

are crumbling and approaching 

a state of crisis 

80% of voters say water infrastructure 

needs reform; about 40% say 

major reform 

*INDUSTRIAL AND AGRICULTURAL BUSINESSES ONLY 
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IF-? b p IC+ rg 6-11 de irs*&a ~ l i  (.I ,ir, 11 2t 'ii. 
fixing our nation's water 
infrastructure problems is a 
shared responsibility: 

85% of voters, 83% of businesses* 

agree federal. state 2nd local 

governments should invest money in 

upgrading our water pipes and systems 

79% of voters, 75% of businesses" 

agree and think government officials 

need to spend more time addressing 

water issues 

Both citizens and businesses* 

understand and accept responsibility 

63% of American voters, and 57% of 

businesses* say they are willing to  pay 

a little more each month to upgrade our 

water system 

,p@()$&L f 2J\ q " , F \ \ & v  Bf;> #+lrP+ 

wpFQ"URijli~~~ to pay more, regardless 
of region, residence, gender, 
age or political affiliation 

Voters are willing to pay on average 

$6.20 more per month 

If we took them up on their offer, the 

United States could invest about 

$5.4 billion more per year in our nation's 
water infrastructure** 

This is more than four times the FYO9 

federal. investment in our nation's 

drinking water systems 

*INDUSTRIAL AND AGRICULTURAL BUSINESSES ONLY 
**BASED ON 2010 CMSUS US. BUREAU PROJECTIONS: 114,200,000 US. HOUSEHOLDS 
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2007 Drinking Water Infrastructure Needs Survey  and Assessment 

it 2.1 : State ZIO-Year Need ported by Project Type (in mil 
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nerican Samoa 
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ates ma: opt out of the medium sl'stern portion of the survey is presented cumuiativeiy and not by state. The list o: the 14 I 
i ia l lv  SurveYed states can be seen in Exhibit 2 4 1 
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TARIFF SCHEDULE 

ARIZONA WATER COMPANY A.C.C. No. 
Filed by: William M. Garfield Cancelling A.C.C. No. 
Title: President Tariff or Schedule No. 
Date of Original Filing: Filed: 
System(s): VERDE VALLEY (Sedona, Pinewood, Rimrock) Effective: 

NAVAJO (Overgaard, Pinetop Lakes) 

DISTRIBUTION SYSTEM IMPROVEMENT CHARGE (DSIC) 

I. Purpose and Amticability 

(A) PurDose: The purpose of this Distribution System Improvement Charge (”DSIC”) 
is to recover the fixed costs (depreciation and pre-tax return) of certain non-revenue 
producing, non-expense reducing distribution system improvement projects completed 
and placed in service as described below, between base rate cases, and to provide 
Arizona Water Company (“the Company”) with the resources to accelerate the 
replacement of aging water distribution infrastructure. 

(B) Apdicabilitv: The DSIC is applicable to customers in the systems listed above. 

II. Definitions 

Unless the context otherwise requires, the definitions set forth in R-14-2-401 of the 
Arizona Corporation Commission’s (“Commission”) rules and regulations governing 
water utilities shall apply in interpreting this tariff schedule. 

“Company” means Arizona Water Company. 

“DSIC” means the Distribution System Improvement Charge 

“Eligible Distribution System Improvements’’ means new, used and useful water utility 
plant projects that: 

(1) 

(2) 

were not included in the public utility‘s rate base in its most recent general 
rate case; and which 
replace or renew water mains, valves, services, meters and hydrants 
serving existing customers that have reached the end of their useful 
service life, are worn out, are in deteriorated condition, or which will 
negatively impact the quality and reliability of service to the customer if not 
replaced or renewed. 

N:WlZJIATEJXSEWLN7K PAPERSYDSH: ACRM WPPOKMSIC TARIFF (FlNAQ.lX%X 
JDH:Mb.C I7/51/2012 712 AM 
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ARIZONA WATER COMPANY 
DISTRIBUTION SYSTEM IMPROVEMENT CHARGE (DSIC) (continued) 

111. Terms and Conditions 

(A) Calculation: The initial charge shall be calculated to recover the fixed costs of 
Eligible Distribution System Improvements that have not previously been reflected in the 
Company's rate base and will have been placed in service before December 31, 20XX. 
Thereafter, the DSlC will be updated on an annual basis to reflect Eligible Distribution 
System Improvements placed in service during the twelve-month period prior to the 
effective date of each DSlC update. Any request for a change in the DSlC will be filed 
with the supporting data and schedules required pursuant to Decision No. xXXXX. 

The fixed costs of Eligible Distribution System Improvements will consist of depreciation 
and pre-tax return, calculated as follows: 

(1) Depreciation: The depreciation expense will be calculated by applying to 
the original cost of Eligible Distribution System Improvements the annual accrual rates 
employed in the Company's last base rate case for the plant accounts in which each 
retirement unit of Eligible Distribution System Improvements is recorded. 

(2) Pre-Tax Return: Revenues necessary to produce net operating income 
equal to the Company's weighted cost of capital as established in the most 
recent general rate proceeding for the Company's Northern Group 
systems multiplied by the net original cost of Eligible Distribution System 
I m p rovern e n ts. 

(3) DSIC Surcharge Amount: 

(a) Fifty percent of recoverable capital costs will be in the form of a 
monthly fixed surcharge and f@ percent will be in the form of a 
volumetric surcharge. The monthly fixed surcharge will be scaled 
to each meter size based on the approved 518 x 3/4-inch equivalent 
capacity ratio. 

(b) Annual DSlC revenues between base rate filings shall be capped at 
7.5% of the amount billed to customers under otherwise applicable 
rates and charges. 

(c) The DSlC Surcharge Amount shall be reset to zero as of the 
effective date of new base rates that provide for the prospective 
recovery of the annual costs theretofore recovered under the DSIC. 

(d) No DSlC filing will be made if, in any annual period, the system for 
which the filing would otherwise be made is earning a rate of return 
that exceeds the authorized rate of return for that system. 

(e) A copy of the surcharge calculation for each water system will be 
available for public inspection at the Company's Sedona, 
Overgaard and Lakeside offices. 

Page 2 of 3 
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ARIZONA WATER COMPANY 
DISTRIBUTION SYSTEM IMPROVEMENT CHARGE (DSIC) (continued) 

B) Customer Notice: Customers shall be notified of changes in the DSIC by 
including appropriate information on the first bill they receive following any change. An 
explanatory bill insert shall also be included with the first billing. 

C) Adiustment: Plus the applicable proportionate part of any taxes or governmental 
impositions which are or may in the future be assessed on the basis of the gross 
revenues of the Company andlor the price or revenue from the water or service-sold 
and/or the volume of water pumped or purchased for sale and/or sold hereunder and 
any tax or similar assessment based on the withdrawal, delivery or use of water. In the 
event of any increase or decrease in taxes or other governmental impositions, rates 
shall be adjusted to reflect such increase or decrease. 

N:WIZ-R4TE-CASE\WORK PAPERSOSIC ACRM SVPPORMSIC TARIFF (FINAL).WCX 
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TARIFF SCHEDULE 

ARIZONA WATER COMPANY 
Filed by: William M. Garfield 
Title: President 
Date of Original Filing: 
System(s): VERDE VALLEY (SEDONA) 

A.C.C. No. 
Cancelling A.C.C. No. 
Tariff or Schedule No. 
Filed: 
Effective: 

OFF-SITE FACILITIES FEE (WATER) 

1. Purpose and Applicability 

The purpose of the off-site facilities fees payable to Arizona Water Company (“the 
Company”) pursuant to this tariff is to equitably apportion the costs of constructing 
additional off-site facilities necessary to provide water production, treatment, delivery, 
storage and pressure among all new service connections. These charges are 
applicable to all new service connections established after the effective date of this tariff 
undertaken via Main Extension Agreements or requests for service not requiring a Main 
Extension Agreement. The charges are one-time charges and are payable as a 
condition to Company’s establishment of service, as more particularly provided below. 

11. Definitions 

Unless the context othetwise requires, the definitions set forth in R-14-2-401 of the 
Arizona Corporation Commission’s (“Commission”) rules and regulations governing 
wate-r utilities shall apply in interpreting this tariff schedule. 

“Applicant” means any party entering into an agreement with Company for the 
installation of water facilities to serve new service connections, including Developers 
and/or Builders of new residential subdivisions and/or commercial and industrial 
properties. 

‘Company” means Arizona Water Company. 

“Main Extension Agreement” means any agreement whereby an Applicant agrees to 
advance the costs of the installation of water facilities necessary for the Company to 
serve new service connections within a development, or installs such water facilities 
necessary to serve new service connections and transfer ownership of such water 
facilities to the Company, which agreement shall require the approval of the 
Commission pursuant to A.A.C. R-14-2-406, and shall have the same meaning as 
“Water Facilities Agreement” or “Line Extension Agreement.” 

“Off-site Facilities” means water treatment facilities, including treatment of other 
available water supplies, storage tanks and related appurtenances and equipment 
necessary for proper operation of such water treatment facilities, including engineering 

Page 1 of 4 
NUOI2JV.TE_CASElWORK PWERSWJFF-SITE FACILITIES FealosFF-W 07 I8 12 @).&a 
JDH:HAC I7/20/2012402 PY 



ARIZONA WATER COMPANY 
OFF-SITE FACILITIES FEE WATER) 

518” x 314 I‘ 
314,’ 
1” 

1-1/2 ‘I 

(continued) 

1 $1,100 
1.5 $1,650 
2.5 $2,750 
5 $5.500 

and design costs. Off-site facilities may also include booster pumps, wells for recovery 
of other groundwater supplies, pressure tanks, transmission mains and related 
appurtenances and equipment necessary for proper operation of such facilities if these 
facilities are not for the exclusive use of the applicant and will benefit the entire water 
system. 

2” 
3” 
4” 

“Service Connection” means and includes all service connections for single-family 
residential or commercial, industrial other uses, regardless of meter size. 

8 $8,800 
16 $1 7,600 
25 $27.500 

111. Off-Site Water Facilities Fee 

I 6 or larger 

For each new service connection, the Company shall collect an off-site facilities fee 
derived from the following table: 

50 $55,000 

OFF-SITE FACILITIES FEE TABLE 

Meter Size I Size Factor I Total Fee 

IV. Terms and Conditions 

(A) Assessment of One Time Off-Site Facilities Fee: The off-site facilities fee may be 
assessed only once per parcel, service connection, or lot within a subdivision (similar to 
meter and service line installation charge). 

(B) Use of Off-Site Facilities Fee: Off-site facilities fees may only be used to pay for 
capital items of off-site facilities or for repayment of loans obtained to fund the cost of 
installation of off-site facilities. Off-site facilities fees shall not be used to cover repairs, 
maintenance, or operational costs. The Company shall record amounts collected under 
tariff as Contributions in Aid of Construction (“CIAC”); however, such amounts shall not 
be deducted from rate base until such amounts have been expended for utility plant. 

(C) Time of Pavment: 

(1) For those reauirina a Main Extension Agreement: In the event that the 
Applicant is required to enter into a Main Extension Agreement, whereby 
the Applicant agrees to advance the costs of installing mains, valves, 

Page 2 of 4 
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ARIZONA WATER COMPANY 
OFF-SITE FACILITIES FEE (WATER) (continued) 

fittings, hydrants and other on-site improvements or construct such 
improvements in order to extend service in accordance with R-14-2- 
406(B), payment of the off-site facilities fees required hereunder shall be 
made by the Applicant no later than 15 calendar days after receipt of 
notification from the Company that the Utilities Division of the Arizona 
Corporation Commission has approved the Main Extension Agreement in 
accordance with R-I 4-2-406(M). 

(2) For those connectins to an existincr main: In the event that the Applicant is 
not required to enter into a Main Extension Agreement, the off-site 
facilities fee charges hereunder shall be due and payable at the time the 
meter and service line installation fee is due and payable. 

(D) Off-Site Facilities Construction Bv DeveloPer: Company and Applicant may 
agree to construction of off-site facilities necessary to serve a particular development by 
Applicant, which facilities are then conveyed to Company. In that event, Company shall 
credit the total cost of such off-site facilities as an offset to off-site facilities fees due 
under this Tariff. If the total cost of the off-site facilities constructed by Applicant and 
conveyed to Company is less than the applicable off-site facilities fees under this Tariff, 
Applicant shall pay the remaining amount of off-site facilities fees owed hereunder. If 
the total cost of the off-site facilities contributed by Applicant and conveyed to Company 
is more than the applicable off-site facilities fees under this Tariff, Applicant shall be 
refunded the difference upon acceptance of the off-site facilities by the Company. 

(E) The Company will not be 
obligated to make an advance commitment to provide or actually provide water service 
to any Applicant in the event that the Applicant has not paid in full all charges 
hereunder. Under no circumstances will the Company set a meter or otherwise allow 
service to be established if the entire amount of any payment due hereunder has not 
been paid. 

Failure to Pav Charues: Delinauent Pavments: 

(F) Large Subdivision and/or Development Proiects: In the event that the Applicant 
is engaged in the development of a residential subdivision and/or development 
containing more than 150 lots, the Company may, in its discretion, agree to payment of 
off-site facilities fees in installments. Such installments may be based on the residential 
subdivision and/or development's phasing, and should attempt to equitably apportion 
the payment of charges hereunder based on the Applicant's construction schedule and 
water service requirements. In the alternative, the Applicant shall post an irrevocable 
letter of credit in favor of the Company in a commercially reasonable form, which may 
be drawn by the Company consistent with the actual or planned construction and hook 
up schedule for the subdivision and/or development. 

(G) 
as off-site facilities fees shall be non-refundable contributions in aid of construction. 

Off-Site Facilities Fees Non-refundable: The amounts collected by the Company 

(H) Use of Off-Site Facilities Fees Received: All funds collected by the Company as 
off-site facilities fees shall be deposited into a separate interest bearing bank account 
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ARIZONA WATER COMPANY 
OFF-SITE FACILITIES FEE (WATER) (continued) 

and used solely for the purposes of paying for the costs of installation of off-site 
facilities, including repayment of loans obtained for the installation of off-site facilities 
that will benefit the entire water system. 

(I) Off-Site Facilities Fee in Addition to On-site Facilities: The off-site facilities fee 
shall be in addition to any costs associated with the construction of on-site facilities 
under a Main Extension Agreement. 

(J) Disposition of Excess Funds: After all necessary and desirable off-site facilities 
are constructed utilizing funds collected pursuant to this tariff, or if the off-site facilities 
fee tariff has been terminated by order of the Arizona Corporation Commission, any 
funds remaining in the bank account shall be refunded. The manner of the refund shall 
be determined by the Commission at the time a refund becomes necessary. 

(K) Fire Flow Reauirements: In the event the Applicant for service has fire flow 
requirements that require additional facilities not covered by this tariff, such additional 
facilities shall be constructed under a separate Main Extension Agreement as a non- 
refundable contribution and shall be in addition to the off-site facilities fees. 

(L) Status Reportinn Requirements to the Commission: The Company shall submit a 
calendar year off-site facilities fee status report each January 31" to Docket Control for 
the prior twelve (12) month period, beginning January 31, 20-, until the off-site 
facilities fee tariff is no longer in effect. This status report shall contain a list of all 
customers that have paid the off-site facilities fee, the amount each has paid, the 
physical location/address of the property in respect of which such fee was paid, the 
amount of money spent from the account, the amount of interest earned on the funds 
within the tariff account, and a list of all facilities that have been installed with the tariff 
funds during the twelve (12) month period. 
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